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With the approach of a New Year we are faced with the realisation that 
the war has still to be won. 

Though we can look back on the past with pride in our achievements, we 
cannot ignore the fact that the future calls for a continuance of our most 
strenuous efforts to ensure that victory will be attained with a minimum of 
delay. 

We take this opportunity of expressing the hope that 1945 will bring us 
peace, with prospects of an early return to a more normal way of life. 

We thank our contributors and our readers for their assistance during a 
very difficult year. We trust they will pardon us for unavoidable delays in 
publication, and we hope for a continuance of the support and encourage- 
ment that has been extended to us in the past. 

















Financial and Operating Ratios 
By A. A. FitzGERALD 










Comments in a recent report of the Board of Examiners of the Common- 
’ wealth Institute of Accountants suggest that students may welcome a short 
fote on the methods of calculation of Financial and Operating Ratios and 
the uses of sueh devices of accounting analysis. 

There are two important points in connection with ratios which cannot be 

too strongly stressed: 

(a) Calculation of ratios is entirely dependent upon a suitable classifica- 
tion and arrangement of balance sheet and profit and loss account data, 
and 

(b) In using ratios, the important consideration is not the size of the ratio 
at a given moment or for a given period, but the trend in the ratio 
from date to date, or from period to period. : 

Dealing first with (b), it should be emphasised that consideration of the 

size of a ratio at a given moment of time involves, consciously or uncon- 
sciously, comparison with some rule-of-thumb standard. In this, as in other, 
accounting practice, rule-of-thumb standards are worse than useless; they 
are very apt to be seriously misleading. Consider, for example, one of the 
most commonly used ratios, the Working Capital Ratio. There is an extra- 
ordinarily widespread acceptance of the rule-of-thumb, that a Working 
Capital Ratio of less than 2 to 1 is unsatisfactory. Unfortunately this fiction 
has been so encouraged by many writers and lecturers that it has come to 
be regarded as an accepted convention in accounting analysis. But there is 
nothing, either in accounting theory or in the facts of business experience, 
to support it. Many of the most soundly established Australian businesses, 
whose financial stability is undoubted—including, for example, the trading 
banks—show Working Capital Ratios of less than 2 to 1. Conversely there 
are many instances of businesses in which a Working Capital Ratio of 2 to 1 
would be hopelessly inadequate for the continued financial health of the 
business. 
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It may be possible, in a given business, to establish a standard suitable to 
that business which can be used as a measure-stick with which to compare 
the Working Capital Ratio disclosed by the concern’s balance sheets from 
time to time. This, however, necessitates a very careful study of the past 
experience of the individual business and of the nature of its operation and 
the liquidity—in varying circumstances—of its current assets. In other 
words, it involves a scientific determination of the standard, which is a vastly 
different thing from a rule-of-thumb standard applied to all business regard- 
less of differences in type, nature of assets, changing business conditions, 
financial relations with associated concerns, and numerous other important 
aspects of financial structure. Apart from this use of scientifically determined 
standards of comparison the only legitimate use of ratios is to disclose the 
movement which is taking place. It is one thing to say that a Working 
Capital Ratio is unsatisfactory because it is less than 2 to 1; it is quite 
another—and infinitely more justifiable—to say that a fall in the Working 
Capital Ratio from.a level of 2 to 1 to a level of 14 to 1 is a movement of an 
unsatisfactory character. This does not imply any expression of opinion as 
to whether or not 14 to 1 is of itself an unsatisfactory ratio in‘ the peculiar 
circumstances. Such an opinion should not be expressed unless it has first 
been established, by careful examination of all the factors involved, that in 
fact the concern in question needs a Working Capital Ratio of more than 
14 to 1 in order to preserve its capacity to meet its obligations, with an 
adequate safety margin. 

Consideration .of (a)—the suitable classification and arrangement of 
accounting data in order to facilitate the calculation of ratios—may be 
deferred until we have decided what ratios are to be used. 

Ratio study in accounting analysis is a comparatively recent development 
and it has not yet been fully worked out. There is a variety of financial and 
operating ratios and it is not yet possible to say, with anv pretence at 
certainty, either that all the ratios which may be used with advantage have 
been determined or that the relative usefulness of those which are in common 
use has been settled. We need much more experience in the use of ratios 
before we can attempt to answer those questions. 

Nevertheless—particularlv as this note is intended for students rather than 
practitioners—we may say that there are some few ratios which are in most 
common use in Australia. These may be classified as under: 


A. Ratios which are primarily intended as indicators of financial strength. 
1. The Working Capital or Current Ratio. 
2. The Quick Asset or Liauid Ratio. 
3. Percentage of groups of (a) Assets and (b) Liabilities on 
(i) total funds emploved. or alternatively 
(ii) total proprietor’s funds. 


B. Ratios which are primarily intended as indicators of financial efficiency. 
4. Turnover of Book Debts. 
5. Turnover of Average Stocks. 
6. Turnover of Fixed Assets. 
7. Turnover of Total Assets. 


The methods of calculation and of expression of these ratios are: 


1. Working Capital or Current Ratio 

_ This is the ratio of Current Assets to Current Liabilities. The term 
“current” must be somewhat arbitrarily defined, and it is usual to apply it to 
assets which in the ordinarv course of business will be converted into cash 
within one year. and to liabilities which, in the ordinary course of business, 
the concern will be called upon to discharge within one year. Thus current 
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assets include cash and claims to cash, temporary investments in readily 
negotiable securities, trading stocks, work-in-progress and raw materials 
(except in special circumstances), such book debts as are realisable and are 
intended to be realised within one year, and prepayments of insurance, rates 
ast fg and similar items. 

Current liabilities include trade debtors and bills payable falling due for 


EC. 


> to 
are 






1 —s 
~ payment within one year, bank overdrafts (unless of a fixed nature secured 
tly gn specific assets), provisions for taxation (to the extent to which such 


rd. § provisions represent reasonably accurate estimates of the extent of this 
ns, & liability and do not consist of secret reserves), and dividends declared or 
ant proposed to be paid (unless such dividends are payable at a date later than 
ed ome year after the date of the balance sheet which is the subject of the 
he alysis). aie 

ng The method of calculation is simply to divide the total of the current assets 
ite § by the total of the current liabilities, expressing the result as so many times 
* to 1, as a percentage or as so much in pounds, shillings and pence of assets 

8 Ff for each £1 of liabilities. Thus: 


- Current Assets .. .. .. .. £30,000 
‘ar Current Liabilities .. .. .. £10,000 
rst Working Capital (excess of 
Sa Current Assets over Cur- 
an rent Liabilities) = £20,000 
an Working Capital or Current Ratio— 
3toI or 
of 300% or 
be £3. 
- 2, The Quick Asset or Liquid Ratio 
nd This ratio, which is most useful as a supplement to the Working Capital 


at & Ratio, is calculated on the assumption that in a going concern, stocks on 

ve g tand must be maintained from year to year at approximately the same level, 

on § and that though in theory bank overdrafts are normally repayable on demand, 

0s in fact they are in many cases a more or less permanent feature of the 
financial structure of the business. 

an The method of calculation is to divide the “quick” assets (a term used to 








st § denote “live assets, as in the old distinction between the quick and the dead) 
by the “quick” liabilities, and, as in the case of the working capital ratio, 
the result is expressed as so many times, a percentage, or so much in pounds, 
h. shillings and pence. 
The quick assets are the current assets excluding stocks and the quick 
liabilities are the current liabilities excluding bank overdraft. 
Thus: 
Stocks on Hand. .. .. £10,000 
Other Current Assets .. 20,000 
, Total Current Assets .. £30,000 
Bank Overdraft . .. .. £2,500 
Other Current Liabilities 7,500 
—— £10,000 
Quick Asset Ratio— 
20,000 
7,900 
n = 2-66 times or 
0 266% or 


£2/13/4. 
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3. Percentage of Groups of Assets and Liabilities on Total Funds Used of 
on Total Proprietor’s Funds 
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These percentages are intended to bring into relief the extent to which V 
the financial structure of a business is a balanced structure, and in particular calc 
to direct attention to cases in which long-lived assets have been provided out may 
of funds raised by incurring short-term liabilities. If the percentages are T 
calculated on the proprietor’s funds base, they serve also to disclose the at s 
nature of the investment of those proprietor’s funds. wou 

For the purposes of the calculation of these percentages, the classification — 
of assets and liabilities into groups must obviously be based upon considera- 
tions of the relative length of life of the assets and of the relative period of 
maturity of the liabilities. The fundamental distinction between different 
types of assets from this standpoint is that between current and fixed. In : 
some cases, however, an intermediate type of asset—which is not realisable = 
within one year but which nevertheless is not as long-lived as the so-called Defe 
“fixed” assets (machinery and equipment )—needs to be provided for. This _— 
type may be classified as Deferred. Examples are loans or short-term ore 
mortgages or relatively long-term hire purchase debtors. — 

It is also customary to distinguish in the grouping between tangible and 
intangible assets by including a group of Intangible Assets, comprising such Cun 
assets as goodwill, trade-marks, copyrights, and expenditure which is intended Defe 
to be amortised over a long period of years. Similarly with the liabilities (or Pro} 


equities, as they are more logically described) thé fundamental distinction is 
between current and fixed, with an intermediate group, in some cases, = 
described as Deferred. It is desirable also to preserve the distinction between Wor 
liabilities to creditors on the one hand and funds provided by or belonging : 









to proprietors on the other. Hence in those cases (very rare in Australia) on 
where there are fixed liabilities, such as interminable debentures, the Fixed Quic 
Liability group will be distinct from the Fixed Equity (or Proprietor’s a 
Funds) group. 
The special case of investments as an asset should be mentioned, though sit 
a full discussion of the classification of this asset is beyond the scope of this P 
note. It is difficult to fit investments into a hard and fast classification of gs 
assets into current, deferred, fixed and intangible, and the modern tendency 
in balance sheets is to include them in a separate group described simply as 
investments. 
Thus we get the following plans of arrangement of balance sheet items for — 
the purpose of calculation of percentage to be used as ratios: Pro 
Assets P ne 
Current—as to definition of which see the comments above in connection L 
with calculation of Working Capital Ratios. — 
Deferred—intermediate between Current and Fixed. V 
Investments. “T 
Fixed—or long-life assets. 
Intangible. z= 
Liabilities or Equities 
Current—as to definition of which see the coniments above in connection r 
with calculation of Working Capital Ratios. k 
Deferred—intermediate between Current and Fixed. I 
Fixed liabilities. om 
Fixed equities or proprietor’s funds. 

Total assets is, of course, the same as total funds employed. — 
The method of calculation is simply to calculate the percentage of each of 4. 
these groups on the total of the balance sheet. The most convenient method 
of presentation of the percentages is to include them in the body of the fin: 












l oF 





the percentages. 







balance sheet, prepared in “report” 
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form, setting aside a separate column for 






















































































lich Working Capital and Quick Asset Ratios and any other ratios which are 
ilar calculated by reference, wholly or in part, to balance sheet items or groups 
out may be conveniently shown in footnote to this statement. 
are Thus, in a case where comparison is being made between balance sheets 
the at successive dates, percentages being calculated on total funds, the form 
would be :— 
ion 
Ta- . 
) Year 1 Year 2 Year 3 
of an 
ent 
In £ % £ % £ % 
ble Current Assets 5,000 16-66 6,000 20-00 10, 000, 25-00 
led Deferred Assets 3,006 10-00 | 2,000 6-66 | 2,500 6-25 
his Investments 6,000 20-00 | 8,000 26-67 | 10,000 25-00 
Fixed Assets . 10,000 33-34 | 9,000 30-00 | 12,500 25 
rm Intangible Assets .. 6,000 | 20-00 | 5,000 | 16-67 | 5,000 2-50 
nd Total Assets 30,000 | 100-00 | 30,000 | 100-00 | 40,000 | 100-00 
ch Current Liabilities 5,000 16-66 5,000 16°66 | 10,000 25-00 
led Deferred Liabilities 2,000 6-67 2,000 6-67 2,000 5-00 
or Proprietor’s Funds 23,000 76-67 | 23,000 76-67 | 28,000 70-00 
is Total Funds 30,000 | 100-00 | 30,000 100-00 | 40,000 | 100-00 
CS, = SE a ee 
en Ww orking Capital Nil £1,000 Nil 
n = ir eee 
) Working Capital Ratio 120% 
ed Quick Asset Ratio Say 80% Say 85% Say 90% 
r’s 
mf If the percentages are to be calculated on Total Proprietor’s Funds, a 
‘is suitable form of presentation is as under: 
of 
cy Year 1 Year 2 Year 3 
as ag — 
£ % £ % £ % 
or ——— ———}--—- —— 
Proprietor’s Funds 23,000 | 100-00 | 23,000 | 100-00 | 28,000 | 100-00 
Represented by— 
vn Current Assets . 5,000 21-74 6,000 26-09 | 10,000 35-71 
Less Current Liabilities 5,000 21-74 | 5,000 21-74 | 10,000 35-71 
Working Capital 1,000 4°35 
Deferred Assets . . 3,000 13-05 2,000 8:70 | 2,500 8-93 
Less Deferred Liabilities 2,000 8-70 | 2,000 8.70 | 2,000 7-14 
Excess of Deferred Assets over 
Deferred Liabilities 1,000 4°35 500 1-79 
n ~- SS — — ———e 
Investments 6 000 26:09 | 8,000 34-78 | 10.000 35-71 
Fixed Assets 10,000 43-47 | 9,000 39-13 | 12,500 44°64 
Intangible Assets 6,000 26-09 | 5,000 21-74 | 5,000 17°86 
Total Proprietor’s Funds 23,000 | 100-00 | 23,000 | 100-00 | 28,000 | 100-00 





























financial management. 





4. Turnover of Book Debts 


This is one of the ratios which is useful as an indicator of efficiency in 
In particular it indicates the degree of success with 
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which the supervision of credit and the control of collection of book debts has 
been carried out. 

The ratio may be expressed in any one of several ways, but perhaps the 
most useful—because it is the most effective method of presenting the 
information—is to express the total of trade debtors unpaid at the end of an 
accounting period in terms of the average daily sales for that period. So 
expressed, the ratio represents the number of average day’s sales outstanding 
at the end of the period, and may be compared with the similar figure at the 
end of other comparable periods or with the terms of trade customary in the 
business under examination. 

It is usual to base the calculation on the assumption that there are 300 
working days in a year—an, assumption which is roughly correct. Thus in 
order to ascertain the average daily sales, the sales for a financial year are 
divided by 300. This average daily sales figure is then divided into the total 
of trade debtors outstanding at the end of the period, after writing off all 
debts known to be bad, but before providing for doubtful debts. The quotient 
is then the number of average day’s sales uncollected. 

Thus : Sales for financial year . .. £30,000 

Trade debtors outstanding at 
end of financial year .. .. £5,000 
Average daily sales— 
30,000 
300 = £100 
Average daily sales outstanding— 
100 

Therefore the total of trade debtors uncollected at the end of the year 

(£5,000) represents the proceeds of 50 average days’ sales. 


5. Turnover of Stocks 

This is another of the financial efficiency indicators, serving to throw light 
upon the effectiveness with which the control of purchasing and of stock 
control generally has been handled. 

It is desirable that the rate of turnover should be calculated separately for 
raw materials and finished goods, and that where classes of finished goods 
with a naturally different rate of turnover are dealt in that rates shall be 
separately determined for each commodity or group of similar commodities. 

The method of calculation is: 


(a) In respect of raw materials: 

Ascertain the value (at cost) of the average monthly stock of raw 
materials carried. Divide this average value into the total cost of 
materials used in manufacture for a period. The result is the number 
of times the average stock of raw materials has been turned over in the 
period. 


50 days 





Example: 
Stock of raw materials on hand, at cost— 
july SL ww ee ss 
ys Paes a 
Set. ........ Sad 
? 
Average stock carried poe = £8,400. 
Raw materials used for quarter ended September 30, at cost = 
£16,800. 


Number of times stock of raw materials has been turned over in 
the quarter: 
16,800 


= 2, equivalent to a rate of turnover of 8 per annum. 
8,400 q P 
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(b) Im respect of finished product: 
Ascertain the value (at cost) of the average monthly stock of finished 











e 
e product on hand. Divide this into the total cost of goods sold during a 
n period. The result is the number of times the stock-in-trade has been 
) turned over during the period. 
g There is a “trap for young players” in this calculation. Many students 
e fall into this trap by basing their calculation on sales at selling price. 
e A moment’s reflection should show that this is an arithmetical fallacy. 
It amounts to dividing a figure representing one value (selling price) 
0 by another figure representing a different value (cost price). Another 
n important point that must be carefully watched is that the effect of 
e writing down stock values below cost should be eliminated from both 
] average stock values and cost of goods sold before the rate of turnover 
l is calculated. 
t Example: 
Stock of finished goods on hand: 
Bey ne OE gs ws. ce as 0 46 6¥ oe oe oe de) 
Pe OMG o, oa ca aa 40 a6 oe ce tugeee | ae 
Sept. 30—at cost .. .. .. .. £9,400 
Less writing down to reduce 
to lower of cost or market .. 700 
—— £8,700 
Average monthly stock carried, at cost— 
£9,000 + Sm + £9,400 — £9300 
Cost of goods sold—after writing down closing stock by 
£700 to reduce to lower of cost or market .. .. .. .. £23,950 
Cost of goods sold—before writing down— 
£23,950 — £700 = z00 
Rate of stock turnover 
2 
aa = 24 times for the quarter, equivalent to 10 times 
per annum. 


6. Turnover of Fixed Assets 

It is often desirable to obtain, for comparative purposes, some indication of 
the reasonableness or otherwise of the investment in fixed assets as compared 
with the sales of a business. This can effectively be done by calculating the 
rate of turnover of fixed assets, which is ascertained by dividing the cost of 
goods sold during a period by the total of fixed assets, at cost, less deprecia- 
tion provided (that is, in other words, at unrecouped cost). 











Example: 
Fixed Assets—at cost .. .. . eee ae ee lll 
Less Provision for Depreciation to date Sic oe: ee webs he 39,000 
£86,000 
ad ae oe. 48 4p Be Oe de ew ee oe oe os 
ee os aa sb a0 wal oa ee, BO Re ae 53,000 
Cost of Goods sold for year .. .. .. .. .. .. «. «. «. «. £159,100 





Rate of turnover of Fixed Assets— oe 
159,100 


—— = 1°85 ti " 
26,000 1:85 times per annum 
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7. Turnover of Total Assets 

This measure has a purpose similar to that of the turnover of fixed assets 
and is calculated in the same manner. 

An alternative method of expressing it is as so much of cost of goods sold 
(in money value) for every £1 of total assets. 


Example: 
Total assets (total of balance sheet when properly ar- 
ranged) . ee re ere ee ee 
Cost of Goods Sold . pe da ion eed 39 a ee 
Rate of turnover of Total Assets— 
159,100 _ — 1-23 
129.000 — 1° times per annum, 


or Sales, at cost, are equivalent to £1/4/7 per £1 of total assets. 


This brief discussion of the methods of calculation of various ratios should 
serve to emphasise the point made at the outset, namely, that the calculations 
are entirely dependent upon satisfactory classification and grouping of the 
accounting data. For instance, the calculation of the percentage of current 
assets on total assets is obviously useless unless care has been taken to ensure 
that the current assets group includes all the current assets and excludes 
anything which is not a current asset, and that the total of the assets includes 
all the assets and excludes debit balances (such as accumulated losses) which 
do not represent assets in the sense of an investment of funds used. 

A thorough grasp of the best standards of classification and of balance 
sheet and profit and loss groupings and of accepted definitions of accounting 
terms such as current assets, cost of goods sold, and the like is therefore 
fundamental] to ratio study as to any other method of accounting analysis. 

To attempt a survey of such matters would be far beyond the scope of 
this note, but a short summary of the more common mistakes made by 
students may be useful. 


Don’t treat debits in Profit and Loss Appropriation Account (accumulated 
losses) as assets. They are deductions from Proprietor’s Funds. 

Don’t treat Provisions for Depreciation as liabilities. They are deductions 
from Fixed Assets. 

Don’t treat Provisions for Taxation as part of Proprietor’s Funds. They 
are liabilities, and any business man who thinks they are part of his 
proprietorship interest will have a rude awakening when he gets an 
assessment (generally within a year after the setting up of the 
provision). 

Don’t treat Reserves as liabilities. They are part of Proprietor’s Funds. 
And to ensure that there will be no misunderstanding on this score, 
don’t use the term Reserve to describe what are really either (a) 
Provisions for Depreciation, Doubtful Debts, Discounts, or other 
diminution of asset values or (b) estimated liabilities such as 
Taxation. 

Don’t treat Prepayments of Insurance, Rates, etc., as intangible assets. 
They are almost invariably Current Assets, since they will be 
realised (by being absorbed into operating costs) within one year. 

Don’t treat Dividends declared or proposed to be paid in the near future 
as part of Proprietor’s Funds. They are Current Liabilities. 

Don’t calculate rates of turnover of stocks, fixed assets or total assets by 
dividing sales at selling price by asset values at cost price. 

And, above all, don’t misuse the ratios when they have been calculated by 

comparing them with arbitrary rule-of-thumb standards which are not based 
on any recognisable theory nor on any sensible practical rule. 
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Business Forecasts 
By A. J. GAIRNS, F.F.1.A., A.A.1S., A.C.A.A. 


There has been no more remarkable development in financial control than 
the capacity of the modern cost accountant to predict to a high degree of 
accuracy the net profit of his business for a forthcoming year of trading. 
Some critics have treated this claim with a certain amount of scepticism, but 
the fact remains that such a calculation is not only possible but is actually 
used by up-to-date firms. A little thought will show that this forecast is the 
rational outcome of certain established principles of present day trading. 
Some of these are: 

(1) Most firms can give a figure of likely sales turnover for the coming 
year. They know current figures and the business trend for some 
months ahead. This can be readily extended a little further and 12 
months covered in this manner. 

(2) Most gross profit margins are steady, if not by the usual channels of 
supply and demand, then by the exigencies of present day price control. 

(3) Prudent buying has placed on the shelves, in many instances, a year’s 
supply of raw material. The landed cost is known or the material 
can be averaged with other shipments or issued according to market 
price. 

(4) Staffs are “protected” and constant and wages are “pegged,” thus 
making possible a calculation of total labour. 


These facts give support to the claim that predictions of future results are 
not only possible but can be highly accurate. The control referred to is a 
system of flexible budgeting and is an extension of the usual budget methods, 
as it provides an opportunity for constant adjustment as the year progresses 
and results fall short of or exceed the expected figures. At the commence- 
ment of the year, the cost accountant goes thoroughly into anticipated results 
in sales, costs of production, factory and administrative expenses and strikes 
a profit figure. This figure is the “standard” profit which can only be altered 
by the usual “variances” which appear as part of a system of cost accounts. 
In other words, if “standards” are maintained (including sales), the profit 
will be as stated and any falling away from, or adding to these same standards 
by the usual factors of buying differences, time variations or budget short- 
comings will be the amount by which the anticipated profit will differ from 
the actual final sum. Business has many problems, as we all know, and 
upsets in the results hoped for can be expected despite all efforts at control. 
Factors ofthis nature likely to cause variations are: 


(a) Sales figure exceeded or not achieved. 

(b) Factory production fluctuations. 

(c) Idle time and material shortages. 

(d) Differences between actual and budget expense. 

Unexpected and unknown factors such as these which suddenly force 
themselves upon the management not only upset the smooth running of 
business activity but demand the utmost skill and experience possible in 
their solution. While agreeing that it is impossible accurately to foresee these 
problems, it is nevertheless submitted that a well considered programme in 
the form of a budget will.materially assist in anticipating some of them. If 
one has the courage to prepare estimates for a period ahead, these figures 
should be the set.task for this period—the aim or striving point for the future. 
Management then takes up the job of controlling—to seek reasons why the 
aims are not fulfilled and to iron out abnormal conditions likely to upset the 
programme. 
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BAsts FoR ESTIMATES 


The question may be asked at this stage as to what may be used as a 
yardstick for gauging the future. The answer is that several units of com- 
parison are used—the most important of which is, obviously, past experience. 
In business, the past tends to become repeated in the future. Good months 
from the sales viewpoint occur usually at the same time each year. In 
winter the fuel bill reaches its peak owing to the necessity of providing heat- 
ing as well as power. These trends can be used with great advantage in 
preparing sales and expenditure budgets. 

It should not be forgotten, however, that future prospects must not be 
based on past results unless policies are somewhat similar. For instance, it 
may have been decided to fulfil the demands of wartime and take up more 
defence and Government work at generally lower profit margins. Again, 
slow-selling or unprofitable lines may now be abandoned. In other words, 
policy must be a guiding factor. Seasonal prospects are also important. If 
business is faced with the prospect of a drought or some such adverse con- 
dition, due consideration must be made for it. The introduction of a bonus 
system, the possibility of a reorganisation, a projected building programme 
with likely production upsets as well as anticipated increased efficiency are 
some of the factors to be covered in budgeting. It is important to consider 
the order in which we should budget. It may sound strange that the final 
result must be known before a start can be made on the other items. This is 
true because every business has before it the aim of a final profit figure—a 
surplus for eventual distribution after all costs and expenses are paid. The 
first job of those budgeting is to decide whether a satisfactory result will be 
obtained if, say, 8% or 10% or such other percentage on the funds invested 
is earned. Of course, some owners, proprietors or directors may refuse to 
tie themselves to such a figure and will reply with words such as “the sky 
is the limit.” It is not a question of tying oneself to a limit. The crux of 
the matter is just what can honestly be expected after exerting the utmost 
efforts to secure the best result possible but keeping in mind the exigencies 
of competition, price control, Government contracts and past results. 

Once this goal is fixed, the sales are investigated to determine the figure 
it is necessary to reach to secure the profit desired, taking into consideration 
present and past profit margins, restricted profit on “cost-plus” and “cost- 
check” contracts and availability of supplies. 

Obviously the difference between the budgeted sales figure and the 
anticipated profit will be the allowed cost—including the three elements of 
labour, material, and manufacturing and selling expense. The budget analysis 
is completed with a survey of these items and a schedule is compiled of all 
such costs. The budgets of manufacturing and administrative expense alone 
are tasks of considerable difficulty, but are essential before beginning the 
bookkeeping records if it is aimed to place the accounts on a monthly or 
four-weekly basis. ° 

SECURING FLEXIBILITY 


Certain costs obviouslv fluctuate with a decrease or increase in sales 
or factory production. Other costs remain constant irrespective of these 
fluctuations. It is obvious, then, that a budget of factory and administrative 
expenses, of productive costs and even of profit are of little use unless some 
provision is made to reflect this fluctuation when deciding whether a budget 
has been achieved or exceeded. This entails making the budget a flexible 
one as opposed to the type known as fixed. 

Briefly, flexibility is secured bv a subdivision of the production costs into 
three classes—fixed costs, variable and semi-variable, according to their 
nature. Fixed costs are those which remain unchanged with turnover, while 
the variable items rise and fall with volume and include productive materials. 
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labour, commission, discount, and such charges. The semi-variable costs are 
those which also vary with volume (but not in the same ratio) and include 
such items as power, maintenance, and similar costs. 

A case where sales are budgeted for at, say, £10,000 but actually fall to 
£7,500 may be used as an example. It would be reasonable to expect 
variable costs to drop about 25%, and semi-variable costs also to be reduced, 
but not to the same extent as sales. Their movement would be slower in 
all cases, as certain “lows” are needed even if production and sales are at 
their lowest ebb. On the other hand fixed costs such as rent, rates, audit 
fees and other such items do not alter at all. 

It will be seen, after considering these points, that instead of comparing 
“actual” figures with the “fixed” budget, a comparison is made, under 
flexible budgeting, of the “actual” figures with the amended or flexible budget. 
The drop in sales is applied to variable costs, the fixed items remain unaltered 
and some formula of adjustment is calculated in relation to the semi-variable 
costs. This latter amendment will cause the most difficulty owing to the 
failure of these costs to decrease in true proportion. A good plan is to 
consider each item of cost in relation to the decreased sales figure and 
determine its new rate. For instance, the 25% decrease in sales may mean 
only a 5% drop in plant maintenance, and so on. This flexible budget of 
costs can be calculated at the same time as the total figure (known as the 
standard) is fixed and can be left in the torm of a reference table, so that the 
budget or aim can be located at a glance, once the actual sales figure in 
relation to budgeted sales is discovered. If sales have dropped 25% from 
standard, reference is made to the 75% column previously prepared for all 
productive and overhead costs. 


THE Sates BupDGET 


Probably the most important and certainly the most difficult of budgets 
to prepare is that of estimated sales for the coming year. It is a matter of 
little difficulty to settle the amount of expected profit for the year and indeed 
such is usually determined for itself. by circumstances beyond the control of 
management. Once arrived at, it is then the duty of the budget compilers 
to find the amount of the sales necessary to earn stich profit. ‘This is by no 
means easy under any circumstances, but certain types of businesses are in 
a more difficult position than others. Some firms may be selling complete 
units such as motor cars or pianos or sewing machines. Their task is to 
determine the possible sale in number of such units and the rest is easy if 
the unit selling price is available. Incidentally other budget items such as 
material, labour, etc., follow automatically in this type of business. Far more 
complex is the budget of a general manufacturing firm where a whole range 
of complex and diverse items is made. Probably some guide from last year’s 
sales reports, together with a study of seasonal prospects ahead, is the only 
means of settling the point under these circumstances. Most businesses seem 
to have a saturation point with regard to selling—a certain amount is sold 
each month and no amount of extra effort will increase that sum by any 
appreciable amount. Some months are good—they have to be, in fact, to 
make amends for others which are not—and so the year ends with approxi- 
mately the same figure, perhaps increased slightly to give some small satis- 
faction for extra efforts. 

If necessary, the sales budget should be divided into territories and states 
or a budget handed to each salesman so that an idea of the contribution each 
is expected to make to the final success of the whole is presented. Often 
bonuses are issued for successful attainment of the budget, not only to 
salesmen but to all the officers responsible, such as industrial officer, foremen 
and production officials. After completion, the sales budget is divided by 
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12 or 13 to reduce the figure to a base for use in monthly or four-weekly 
comparisons, according to the system of bookkeeping adopted. It is hardly 
necessary to state that the budget of sales, once decided, becomes the standard 
for the whole of budget flexibility. Taken as 100%, any rise or fall in actual 
sales as compared with this standard is reflected in a rise or fall in production 
costs and expenditure. 

MANUFACTURING BUDGETS 

Budgeting should be carried further in some firms than in others, according 
to the size of the organisation and the needs of the management. It may be 
found sufficient simply to decide a budget of sales, a fixed budget of factory 
and administrative expenses and issue costing figures each month or each 
four weeks in order to supply up-to-the-minute information on actual pro- 
gress. The expense budgets are necessary in order to bring into the accounts 
the relative share of the fixed expenditure such as rates, rent, insurance, etc., 
when such have not been actually paid or have been paid for in advance. If 
further control is required, such expense budgets can be made flexible and 
varied in accordance with the sales rise and fall as explained before. 

On the other hand, a wonderful instrument of control is embodied in the 
full flexible budget by which all the functions of the business are budgeted 
and controlled, and the final profit figure is simply the difference between 
the budgeted profit and the numerous variations—either up or down—from 
the cost items budgeted for. 

Under the full scheme it is necessary to budget as well for all the items 
making up cost—raw materials, labour, expense and administrative costs. 
With regard to raw materials, it is sometimes a difficult matter to decide 
the likely usage in this item. Some budget schemes take in, as well, the 
subject of purchasing, which is also very important. In certain cases it is 
necessary to have a notification of the sales forecast many months before the 
beginning of the financial year, in order to allow for the importation from 
overseas of the necessary raw materials needed to carry out the budget 
programme. In instances where purchasing is well controlled but is not 
part of the budget scheme, usage of raw materials (as well as local items 
such as tins, containers, packages, etc.) is best assessed by a schedule of the 
likely production in each’ line, taken preferably from standard cost specifica- 
tions. These are summarised and the quantities of raw materials to be used 
are transferred to cost sheets and extended at the price the factory will have 
to pay; or, if a system of standard costs is in operation, at the standard price 
of such raw materials—the difference (if any) in buying being transferred, 
as usual, to a buying variance account. 

Labour budgets dre usually found to be fairly simple. Of course, extracts 
of the labour allowances on work programmed can be extended in the same 
way as material to provide a very accurate figure, but this can be secured 
without any such trouble by simply taking a year’s wages for all the 
operatives in the factory, either present or future, making any allowances 
thought necessary for likely increase in awards, bonus payments, and increases 
in hours, output ratios, etc. 

EXPENSE BUDGETS 
_ The compilation of budgets for manufacturing and administrative expenses 
is fairly common in most businesses and the procedure is well known. The 
division of items into fixed, semi-fixed and variable expense is very necessary 
if a flexible budget is made. There are only two items which it is necessary 
to discuss. One is insurance, which should, of course, be divided into factory 
and general. The beginning of a financial year and also the compilation of a 
budget is invariably a golden opportunity for the accountant or the secretary 
to overhaul and review his insurances. As an aid to this, he should either 
himself compile, or secure from his brokers, a schedule of each of his policies 
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giving covers, details of the risk, the premium and expiring date. From this 
the data is available’ for reconsideration of each insurance policy and compila- 
tion of budget figures based on the fresh policies (if amended) as decided 
at the insurance conference. 

The other item is depreciation, and it is a good plan to make up at the 
beginning of the year the depreciation schedule, which will be included with 
the accounts at the end of the year, and use this as the budget. In other 
words, each machine is considered and its likely life reviewed, and depre- 
ciation written off accordingly. 

The method used to make these budgets flexible is now explained. 
Briefly, this entails consideration of the budget amendment required if sales 
rise or fall on the original estimate. For example, rates, land tax and probably 
insurance will not vary up or down if sales are below budget, while items 
such as commission, bad debts, freight, fuel and power must be amended 
considerably. An example of a typical factory expense budget is set out 
below. The first feature of importance is the division into classes, and, 
secondly, the manner in which provision is made for amendment immediately 
the percentage variation of sales budget is known. Of course it is impos- 
sible to have available the figures for every likely variation, but experience 
will reveal whether such are likely to be large or small, and perhaps figures 
prepared showing fluctuations in 5 per cent. stages both up and down will 
be sufficiently accurate. 


BUDGET OF FACTORY EXPENSE FOR YEAR ENDING 30/6/45 
(Divided by 12 to reduce to monthly figure) 
Less 15% Less10% Less5% Standard Plus5% 


Fired £ £ £ £ £ 
BM eet secu, the” Kis, aan es 6 6 6 6 6 
Land Tax ‘a8 ple doe 4 4 4 4 4 
Depreciation .. .. a 100 100 100 100 100 

Semi- fixed 
Insurance 23 24 25 25 25 
Holiday Pay in 8 9 9 10 11 
Plant Maintenance . ee 145 148 149 150 150 
Indirect Wages .. .. ; 75 75 75 75 80 
Ma oe ER. ke. e 18 19 19 20 20 

Variable 
eee ee ee 10 20 30 40 50 
Manufacturing Supplies .. 9 10 10 10 11 
ES aang ea Se Se 55 57 60 60 63 
Me cg. Cine de ac 35 38 40 40 44 
BN ie Mis nid’ -diue. aiws,. tod 10 10 10 10 10 
SS > eae eeeere 7 R 9 10 11 
BE ers ce wa ae. ee 19 20 20 20 21 
Factory Expense .. .. .. 4 5 5 5 6 

Totals .. .. .. .. . £528 £553 £571 £585 £612 


To givé one example of the use of these figures: If the sales for, say, 
March were 10% below the budget figures, the actual factory expenses as 
determined by the accounts for this month would be compared with a 


flexible budget of £553 and not the standard of £585. 


SUMMARISING THE RESULTS 
No form of budgetary control is complete unless it is used in conjunction 
with regular executive reports which reveal differences between actual 
results and the pre-determined conditions shown in the budget. These 
reports have considerable value in controlling all functions, in fixing future 
policies, and in meeting the unusual circumstances which arise in ever\ 
business. 


C 
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Just a word in conclusion regarding the manner of dealing with differences 
in the budget. If a system of cost accounts is in operation the accountant 
will be using variance accounts, and these can be used to cover the differences 
revealed in the flexible budgets. Take sales, for instance. Jf these have fallen 
below budget, the reason may be twofold—low individual sales or lower 
price margins. If these can be determined, one or two variance accounts can 
be debited with the respective figures and standard sales credited to sales 
account by cancelling the figure of actual sales. 

When dealing with cost of production it is well to remember that the 
production might not necessarily tie up with the sales. It is well for budgeting 
purposes either to ignore work in progress or to assume that the opening 
and closing figures are identical. If production is likely to get ahead of sales, 
work in progress must be estimated as closely as possible in order to adjust 
the figures. 

When all these factors are adjusted, the usual cost figures are extracted 
and comparisons noted. If percentages are used, these provide a reflex of the 
true position. Seasonal variations no longer cause trouble and, when results 
are up or down, the percentage of operating efficiency is established at the 
point where the rise or fall in sales is applied to the budgets. 





A Further Note on the Valuation of Trading Stocks 
By A. A. FitzGERALD 


It is sometimes assumed that there is a tacit acceptance by business men in 
Australia of what has come to be known as the “golden rule” of stock 
valuation, viz., that stock should be valued for balance sheet or profit and 
loss purposes at cost or market replacement price, whichever is the lower. 

Why this particular description should have been applied to the rule is by 
no means clear. It has nothing to do with the biblical golden rule, at all 
events. Presumably it is used as a synonym for a guiding rule of practice. 
If so, it might be expected that at least the great majority of companies 
would follow the practice. 

Judging by a sample examination of the published accounts of Victorian 
companies, this is not necessarily the case. The descriptions of the bases of 
valuation used in the latest balance sheets of 40 of these companies are as 
under : 


16 companies used the description “at cost or under.” 


5 im ere - “at or below cost.” 

2 i ae ‘ “lower of cost or market.” 

2 ~ ao ae 2 “not exceeding cost.” 

3 M i An - “at valuation.” 

2 ms es is “at cost.” 

l company , , a “lower of cost or valuation.” 

1 i << i - “at or under market value.” 

1 ‘9 » " “at valuation not exceeding cost.” 
1 - - oe a “lower of cost or replacement.” 

1 + - ws i “cost or valuation.” 

1 99 ~~ " “cost and valuation.” 

1 . << ‘i “sales value less 294% to reduce to 


present market value.” 
3 companies did not give any basis of valuation. 


Total 40 companies. 
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Thus two only of the companies expressly used the so-called “golden rule.” 
The descriptions used by the others suggest that in the great majority of 
cases “cost” determines the ceiling value, whilst the floor is some indeter- 
minate value less than cost not necessarily determined by market replacement 
value. 

It seems, therefore, that the guiding rule is caution (in accouriting term- 
inology usually erroneously rendered as “conservatism”) but that nothing 
even so precise as the “golden rule’”—with all its uncertainties and obscuri- 
ties—is in fact practised. Perhaps, in view of this, it would be better if we 
were to speak of the “golden mean” (the old Greek ideal of moderation in 
all things) rather than the “golden rule.” 

As to the importance of the asset “Stocks on hand” relatively to other 
assets, the accounts of the same 40 companies are illuminating. Following 
is an analysis: 

Percentage of Stocks 
No. of Companies on Total Assets 

Under 5% 
5-9% 
10-14% 
15-19% 
19-24% 
25-29% 
30-34 % 
35-39% 
40-44% 


45% and over 


NWWWOWDAKUMm 


Total 40 companies 


Thus, of the 40 companies, in 29 instances stock comprised 15% or over 
of the total assets. Obviously a most important asset, the valuation of which 
deserves the utmost care and thought if trends in financial position and 
operating results are to be clearly shown. The 29 companies covered a wide 
range of industries—cycles, rubber, chemicals, building materials, transport, 
retail stores (departmental and chain), clothing and textile manufacture, 
wholesale grocery, food manufacturing, engineering, automobile parts, heavy 
and constructional industry, maltsters, and confectionery manufacture. 

The cases in which stocks comprised less than 15% of total assets were 
gasworks, shipping, breweries, wool and grain warehouses, biscuits, ice 
cream, concrete pipes, newspapers, and specialty building materials. 

The conclusion as to the importance of stocks as an asset; is fortified (if 
fortification is needed) by the fact that in only three instances out of the 
40 examined did the value of stocks at the end of the trading year represent 
less than 50% of the disclosed profit for the year before providing for tax; 
in ten other instances it was less than 100% of the disclosed profit; and in 
the remaining cases it comprised 100-200% (six companies), 201-300% 
(nine companies), 301-400% (eight companies), 401-500% (two com- 
panies), and more than 500% (two companies) of the disclosed profit. 

Small wonder that business men are becoming increasingly fearful of the 
possibilities of a catastrophic fall in stock values after the war, since on these 
figures a 20% fall in value might cancel out the whole of a year’s “profit” 
on which tax has been paid and may mean the extinction of up to 10% of 
the total assets value of a company. 

The movements in the value of the asset during the year covered by the 
accounts examined are interesting. In 21 of the 40 cases stocks were reduced 
during the year. Details are: 
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Reductions Increases 
Percentage Reduction Percentage Reduction 
No. of on Stocks at No. of on Stocks at 
Companies. beginning of year. Companies. beginning of year. 

9 0-5% 4 0-5% 

3 6-10% 4 6-10% 

2 11-15% 3 11-15% 

2 20-24% 1 16-20% 

2 25-30% 2 21-25% 

3 Over 30% 3 26-30% 

2 Over 30% 
Total 21 companies Total 19 companies 


The increases in particular demonstrate the risk that paper “profits” may, 
to a great extent or even completely, be locked up in expanded inventories. 
Selecting for illustration one case in the median group of companies 
showing increases in stock values during the year, the following analysis has 
been made: 
Disclosed profit for year, before tax £249,191 


Stocks at end of year £732,146 
Stocks at beginning of year £634,896 
Increase in stocks during year £97,250 


Increase in stocks during year as a 
percentage on disclosed profit for 
year, before tax 39% 


In other words, of the profit for the year on which tax is payable at high 
war-time rates 39% is unrealised in the sense that it represents increased 
stocks carried, apart altogether from the fact that the remainder of the stock 
(equal to the stock carried at the beginning of the year) is also subject to 
risk of loss on sale or deterioration whilst it remains unsold. 





The Accounts of Holding Companies — | 
By G. E. Fitzcerarp and A. E. Speck 


In the preface to his look on Holding Companies published in 1927, A. J. 
Simons says: “The subject of Holding Companies’ Accounts is so com- 
paratively new that few accountants in England at the moment have really 
settled notions thereon. . . . Holding Companies have come to stay, and that 
they will increase in number and importance is not prophecy, but merely 
economic history as reflected from America. As such, the subject must be 
met by all accountants—sooner or later.” 

These comments apply with equal -force in Australia at present. The 
growth in the number and size of holding companies registered in Australia! 
indicates that the subject has now been met by some Australian accountants, 
but many more will have to meet it later. 

For the benefit of the student we propose to publish a series of articles 
in which we will endeavour to present a comprehensive description of the 
principles and practice of the accounts of holding companies. 


Definition 
We are not aware of any legal definition of a holding company, but many 
definitions have been stated in various textbooks. 


1. There are more than 60 holding companies with total shareholders’ funds of £106,000,000 
yisted bY the Stock Exchange of Melbourne. 
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The meaning of “subsidiary company” is defined in section 126 of the 
Victorian Companies Act 1938, and by inference this defines a holding 
company. We propose to accept this definition, which may be stated as 
follows : 


A holding company is a company the assets of which consist directly 
or indirectly in whole or in part of sufficient shares in another company 
to enable it to exercise control over the operations of the other company 
either through its voting power or power to appoint the majority of the 
directors of such other company. 


From this it will be seen that the two essential characteristics of the 
holding company are: 

(a) Direct or indirect ownership of shares in some other company ; 

(b) Ability to exercise control over the operations of the other company. 






Hence ownership of shares in another company or companies without the 
ability to control operations is not sufficient to constitute a holding company. 
Origin 

The developments which gave rise to holding companies provide interesting 
reading, but they do not form part of our subject. We may note, however, 
that the holding company represents the most recent development in the 
evolution of the control of business. It originated in America at the end 
of the last century, and the principle later extended to England, other 
European countries and Australia. The first English book on holding com- 
panies’ accounts written by the late Sir Gilbert Garnsey? was published in 
1924. 

Some idea of the extent of the control of business which may be exercised 
by a holding company is obtainable from an examination of their investments 
and those of their subsidiaries. One company with an issued capital of 
£5 million controls through its inyestments and its subsidiaries issued capital 
and debentures aggregating more than £70 million. 


a 


Advantages 


Among the advantages of holding companies we may include the fol- 

lowing : 
I (a) Pooling of technical knowledge and experience. Unfortunately, with 
free competition, every effort is made to prevent one’s competitors from 
obtaining the advantage of technical knowledge and experience. Amalgama- 
t tions permit the dissemination of efficient methods of production over a wide 
field. Research work is possible for large organisations, but uneconomical 
e for small ones. 

(b) Avoidance of over-production by regulation of output. This is 
. impossible of attainment where several businesses are all endeavouring to 
1 secure a lion’s share of the trade. 

(c) Economies in production, distribution and overhead expenditure. 
Marketing is an expensive feature of the present system of organisation, and 
one big selling organisation can operate more efficiently and more economically 
than numerous small organisations. 

(d) Greater managerial efficiency. The results of different factories are 
made available to the whole organisation. Uniform costing systems can be 
introduced and a spirit of competition can be fostered between factory 
y managers, with a view to promoting greater efficiency. 

(e) Specialisation of plant and labour, maximum output at lowest prices 
, possible. 


2. Garnsey, Holding Companies and Their Published Accounts. 
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(f) Ability to use the latest and most up-to-date machinery. Often the 
small manufacturer is unable to meet the cost of scrapping old plant and 
replacing it with more modern and efficient equipment. It is easier for a 
large organisation to obtain additional capital. 

.  (g) Greater possibility of carrying out welfare work—one frequently finds 
that working conditions are worse in small factories. 

(h) Sources of raw material are controlled, and uncertainty of supply 
thereof reduced. 

(i) Certain classes of product may be eliminated, production being concen- 
trated upon a smaller range of products in greatest demand. Standardisation 
will effect economies which could be passed on to the consumer. 


Disadvantages 


Nevertheless, there are dangers of grave abuses. Marshall® indicates the 
possibilities by relating some of the practices of an American trust, which 
included : 


(1) Underselling in the most remorseless manner competitors with less 
capital than itself until it drove them out of business. If, as was usually the 
case, the smaller rival was making good deliveries at fair prices, the method 
and result were entirely evil. 

(2) Stopping deliveries from wells supplying these rivals by itself offering 
big prices for crude oil. By its very size and importance it was able to play 
off one railway against another in the matter of charges, and obtain for itself 
preferential treatment. 

(3) Creating bogus independent companies and fighting brands to protect 
its monopoly, and maintaining high prices where there was little fear of 
competition. 

Other disadvantages include: 

(4) The absence of moral responsibility and the size of the combine may 
bring serious disabilities to the nation through agreements to restrain pro- 
duction. 

(5) Increasing difficulty is experienced in selecting and training those 
upon whom executive responsibility may be placed later. 

(6) The dangers of executives with narrow vision, increasing centralisation 
and restriction of initiative in a large organisation may lead to the business 
being conducted by regulation, rather than by intelligent action based upon 
individual personal responsibility. 

There is a further disadvantage, with which the accountant should be 
especially concerned. In such a complex organisation, there is a tendency to 
obscure results. Often the published accounts are most uninformative, and 
they are capable of being used as a cloak to hide the true position from 
shareholders. There have been grave abuses, and such occurrences as the 
Hatry crash and the Royal Mail Steam Packet case have left an unpleasant 
flavour. 


Methods of Formation 
There are three methods in which the holding company may be created: 


(1) Purchase by one company of sufficient shares to constitute a controlling 
interest in another company. 

(2) Exchanging with shareholders of the company to be absorbed shares 
in the purchasing company for shares which they hold in the old company. 

(3) Formation of a new company to acquire shares of the company to be 
absorbed in exchange for cash, or shares in the new company. 


8. Marshall, Industry and Trade. 
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It will be noted that, in each case, the holding company acquires shares 
and not the assets of the companies that are absorbed. Though the holding 
company formation results in a virtual amalgamation of the interests of the 
holding and subsidiary companies, the subsidiaries still continue to exist as 
separate legal entities; there is no disturbance of their credit structure or of 
the interests of their minority shareholders. 


aaa 
Methods of Presenting the Accounts 

In considering the presentation of the accounts, the legal requirements must 
be remembered. The holding company may operate under company laws 
which differ from those under which its subsidiaries operate. Creditors’ 
claims are legally enforceable only against one particular company, unless 
guaranteed by another company. The Companies Acts require separate 
balance sheets and separate shareholders’ meetings for each company and 
these must be provided for. In Victoria the provisions of the Act relating to 
proprietary companies have been largely used in the holding company 
organisation. Subsidiary companies have been registered as proprietary com- 
panies and prior to the Victorian Companies Act 1938 there was no legal 
obligations to publish their accounts. Frequently shareholders of a holding 
company received little information about the business conducted by its 
subsidiaries. 

The four methods of publishing the accounts are fully described by 
Garnsey.4 They are: 


(1) The legal balance sheet. 

Publication of the holding company’s balance sheet treating the interest in 
subsidiary companies as an investment. 

Advantages: 

(a) The Companies Acts require it and therefore it is an essential part 
of the published accounts. 

(b) It is a simple method. 

(c) It is essential to enable creditors to form an opinion of the financial 
condition of the company against which they would have to proceed 
if occasion arose. 

(d) It enables directors to give a minimum of information for the use 
of trade competitors. 

Disadvantages : 

It does not recognise the practical nature of the relationship existing 

between the holding company and its subsidiaries, and fails to give the 

shareholders essential information regarding the state of their investment. 


(2) Publication of the legal balance sheet and the presentation simultaneously 
of the separate balance sheets of the subsidiary companies. 
Advantages 

(a) Where the subsidiaries are public companies, the publication of 
their separate balance sheets is necessary. 

(b) It shows the financial position of each company for the benefit, of 
creditors and others interested. 

(c) It gives the shareholders information regarding the financial position 
and earnings of each subsidiary. 

(d) It is suitable where there are only one or two subsidiaries. 


Disadvantages : ; 
It does not necessarily give sufficient information, to show the financial 
position of the consolidation as a whole. A mere aggregation of the 


4. Garnsey, Holding Companies and Their Published Accounts. 
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balance sheets will not reveal the true position. Inter-company items 
must be eliminated before that can be disclosed, and the published 
accounts rarely contain sufficient information to permit of that being 
done. 


If the legal balance sheet and those of the subsidiaries are carefully 
prepared with a view to giving the shareholders the maximum amount of 
information, and the connecting links are clearly defined, and there are but a 
few subsidiaries, it is a satisfactory method. Usually, however, it will 
require somebody well versed in accounts to interpret the position of the 
consolidation as a whole. 


(0, lication of the legal balance sheet and simultaneously as separate 
statement a summary of the assets and liabilities, and a summary of thé 
earnings of all the subsidiaries taken together. 

Advantages : 

(a) This gives a fair view of the whole concern. 

(b) There is a minimum of possibility of manipulation by the directors. 

(c) It does not give competitors information regarding the operations 
of any one subsidiary. 

This method requires careful planning and careful preparation of the 
balance sheet and summaries. The net total of the summary of assets and 
liabilities of the subsidiaries should be agreed with the figure shown in the 
legal balance sheet for “Investments in Subsidiaries and Advances.” 

Allowance must be made for all inter-company adjustments, items in 
transit, dividends declared by subsidiaries but not paid. 

A uniform classification of accounts and a uniform basis of valuation are 
necessary, and it is desirable that the accounts of all the subsidiaries and the 
holding company should be balanced as at the same date. 


(4) The publication of the legal balance sheet and also a consolidated state- 
ment of the whole undertaking amalgamating the assets and liabilities of 
the subsidiaries with those of the holding company. 


The Consolidated Statement is frequently referred to as the Consolidated 
Balance Sheet—technically this is a misnomer as a balance sheet is a 
summary of the balances extracted from a set of books kept on the double 
entry system. The consolidated statement is not prepared from any one set 
of books and it goes beyond the limits of any one legal entity. General 
usage, however, has led to the adoption of the term “Consolidated Balance 
Sheet” so much so that it has found its way into the Companies Acts. 


Advantages : 
If the consolidated statement is prepared properly it gives shareholders 
a concise statement of the position of the group as one economic and 
business unit. 


Criticism of the Consolidated Statement 
The consolidated statement is frequently criticised on the grounds that— 
(a) it includes the assets and liabilities of subsidiary companies, although 

they are not legally the property or liabilities of the holding companies ; 
and 
(b) that it is not possible to ascertain from the consolidated statement 
which companies are earning profits and which are incurring losses. 
These criticisms arise either from a misunderstanding of the purpose of 
the consolidated statement, or from failure fully to appreciate the moral 
obligations of the directors to the shareholders of the company. 
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The consolidated statement is not designed to represent the financial 
position of any legal entity, but it is a statistical statement much more useful 
to the shareholders than any legal balance sheet. 

In the words of Maurice Peloubet (International Congress, 1933), “a 
correctly drawn up consolidated balance sheet and income account are frankly 
and plainly statistical statements, or if we do not like this description we may 
say that they are the representation of an economic unit rather than a 
statement of assets on one hand and the various claims against those assets 
on the other.” 

Any objection to the consolidated statement on the grounds that it fails to 
show which companies are incurring losses may be met by the inclusion of 
this information in a report, should the position warrant it. 

Consolidated statements are regarded as essential in America, and they 
have recently received official support in a pronouncement by the Council of 
the Institute of Chartered Accountants in England and Wales.® 

A notable advance in legislation was made in the Victorian Companies Act 
of 1938 which provides that the published accounts of a holding company 
must be accompanied by either— 


(a) A consolidated statement of assets and liabilities of the holding com- 
pany and its subsidiaries, or 
(b) The balance sheet of each subsidiary company. 


The Profit and Loss Account 

The necessity for a clear statement of the assets and liabilities of the 
consolidation has been stressed, but the statement of profit and loss is of 
greater importance. A correct statement of the earnings is of more value to 
the shareholders than any statement of assets and liabilities. 

As de Paula points out, “the true test of the value of any commercial 
enterprise is its capacity to earn profits.” 

If a company’s operations are conducted continuously at a loss it is small 
consolation to the shareholders to learn that its balance sheet still discloses 
a strong financial position. Unless the profit-earning capacity is sufficient to 
ensure satisfactory dividends, the value of the company’s shares must be 
discounted. On the other hand, given a continuous high rate of dividend, 
the value of the shares must appreciate. 

A consolidated earnings statement is the best method of giving share- 
holders information regarding the state of their investment. 

Under the Victorian Companies Act, 1938, a holding company is required 
to publish with its accounts either— 


(a) A separate profit and loss account of each subsidiary, or 

(b) A consolidated profit and loss account of the holding company and its 

subsidiaries. 

In the absence of a consolidated earnings statement, it is possible for a 
holding company to present a profit and loss account which, while complying 
with legal requirements, presents a very misleading picture. It is possible 
for the company to take credit for dividends declared by some subsidiaries 
without providing for losses by others. Further, it could retain in the sub- 
sidiaries, as a secret reserve, portion of the ascertained profits, and draw on 
these in later years when the profits of subsidiaries are falling. Thus a 
holding company could show profits in its accounts, even when the 
organisation as a whole was operating at a loss, by receiving dividends from 
subsidiaries out of past profits. 


6. The Australian Accountant, June, 1944, 
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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.a. 


Bap Dests INcURRED BY MANUFACTURER IN RESPECT OF LOANS 
TO CUSTOMERS 

A brief note on a recent decision of the Board of Review on the above 
subject was published in the November, 1944, issue of the journal. In view 
of its importance to readers, the Board has kindly supplied a full report of 
the decision. 

The facts were: 

The taxpayer company claimed a deduction of £213 representing a sum 
written off as a bad debt during the relevant year of income. The conmipany 
carried on a business of manufacturing a certain commodity and followed a 
trade practice of lending moneys to traders of this commodity, in order to 
enable them to buy their own businesses. It was a condition of such 
transactions that the borrower should buy his requirements from the com- 
pany. Out of ten traders on its books, eight were financed in the above way 
and six had repaid the advances in full. One of the remaining traders 
defaulted and the above-mentioned loss of £213 resulted. Although the bills 
of sale provided for interest, none was ever charged by the company on any 
of the above transactions. The company had not at any time held itself out 
or been registered as a money-lender. Held: Claim disallowed as the money 
was not lent “int the ordinary course of the business of lending of money.” 
C.T.B.R. (not yet reported). 

The following is an extract from the Board’s decision: 

“In support of this contention, the company’s representative cited Reid’s 
Brewery Co. Ltd. v. Male (1891) 3 T.C. 279, in which a brewery company 
took over a business which included the business or branch business of 
bankers and money-lenders. In each case the advance was made on the 
security of the customer’s public house, and he agreed to buy his beer 
supplies from the appellant company. The latter also accepted deposits 
from customers and provided them with certain banking facilities. In 
respect of some of the advances bad debts were incurred and were claimed 
as deductions. The court held that such advances were not capital, but 
represented money wholly and exclusively laid out or expended for the 
purpose of the appellant company’s brewing trade, and the deductions were 
accordingly allowed. 

“*T do not think anybody who reads this case and is at all acquainted with 
the custom of brewers in large towns can suppose that this particular firm 
or company carry on business as money-lenders only; but what they really 
do is to carry it on as an adjunct, ancillary to and a very advantageous 
adjunct to their business as brewers.’—Per Pollock, B. 

“Referring to the agreed statement of facts, the other learned Judge 
(Charles, J.) said: 

“*The appellants carry on one business and not ‘two. . . . I think the 
legitimate conclusion from this statement is this, that the appellants carry 
on the brewing business with the business of money-lending as a branch or 
adjunct of it. . . . But it appears to me that it is not an investment of 
capital at all, and having regard to the findings of the case that it is a use 
of money by the appellants in the course of their business.’ 

“In Reid’s Brewery case interest was apparently charged on advances. On 
this point—which does not appear to be vital—the case may be distinguished 
from the present reference. In other respects there is a close analogy, and 
if we had to give a decision on statutory provisions similar to those which 
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were considered in the English case, the loss now under review would 
probably be regarded as an allowable deduction. 

“The Board, however, is concerned with different provisions, and in order 
to succeed the company must show that the sum in question was a bad 
debt ‘in respect of money lent in the ordinary course of the business of the 
lending of money by a taxpayer who carries on that business.’ 

“In Reid’s Brewery Ltd. v. Male the lending of money was not a business 
in itself: it was an ‘advantageous adjunct’ of the brewing business. In the 
present reference money-lending is not carried or as a business. It can be 
said here, as it was said by Charles, J., in the case cited, that the monley 
was lent in the course of the company’s business—but the business under 
notice was that of manufacture. On the facts before us we are unable to 
find that the company carries on the business of the lending of money. The 
claim must therefore be rejected. 

“In the circumstances we do not consider it necessary to discuss the cases 
which the Commissioner’s representative mentioned, viz., English Crown 
Spelter Cov. Baker (1908) 5 T.C. 327, and Henderson v. Meade-King, 
Robinson & Co. Ltd. (1938) 22 T.C. 97. These were cases in which one 
company financed a subsidiary or related company, and are distinguishable 
from a case in which a company finances its customers. 

“Our decision, of course, rests on the interpretation we have given to 
Section 63. If it were not enacted that the bad debts specified in that 
section and no other bad debts shall bé allowable deductions, we think that 
the loss in the present instance might have been allowable under Section 
51(1). The possibilities of hardship are obvious.” 
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FEDERAL Estate Duty 
Deductions for Outstanding Income Taxes where Relief Granted 
after Death 

The executors of the estate of the late William Scott Fell, who died on 
September 7, 1930, appealed against the assessment of Federal Estate Duty. 
Assessments of Federal and State income taxes, including additional penal 
taxes, were assessed upon income derived by the deceased to the date of 
death. After all legal claims had been disposed of, there remained a balance 
outstanding of approximately £180,000. The executors made application to 
the Boards constituted under s. 95 of the Commonwealth Income Tax 
Assessment Act 1922-1934 (now s. 265) and s. 301 of the New South Wales 
Income Tax (Management) Act, 1936, with the result that a substantial 
remission of the taxes was granted. Portion of the Federal penalties was 
also remitted by the Commissioner of Taxation with the result that the total 
liability of the estate was reduced to £15,084. Only the latter amount was 
allowed as a deduction in the Estate Duty assessment forwarded to the 
appellants. The latter objected to this assessment, contending that allowance 
should have been made for the amount of the taxes and penalties due and 
pavable at the date of death. Their objection was disallowed. 

Held (Williams, J.): that the correct amount to be deducted was the 
amount which the deceased was liable to pay according to law prior to the 
granting of relief. The appeal was therefore allowed and the assessment 
ordered to be set aside. 

(Scott Fell and Others v. F.C. of T. (1944), 3 A.I.T.R. 99.) 


Pay-rRoLtt Tax 
Fees Paid to Actors for the Performance of Radio Plays 
This case was an appeal from a decision of the Board of Review: 


Artists were engaged by the appellant to perform radio plays under its 
direction for the purpose of advertising the products of Lever Bros. Pty. 











/ 
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Ltd. The plays, known as “Lux Radio Plays,” were broadcasted from the 
Lux Radio Theatre on Sunday nights. Selected artists were asked to enter 
into a contract to play the part or parts selected for a fee agreed upon. 
Each contract related to one particular play. According to a specimen form 
of contract, the first reading was held at the appellant’s office on the Wednes- 
day preceding the Sunday on which the broadcast was made. A microphone 
rehearsal was held in the studio all day on the Friday preceding the Sunday 
broadcast. On the Saturday morning a full timing rehearsal was held, 
when the play was completely performed. Another complete timing rehearsal 
was held on the Sunday afternoon, and the play was broadcasted on Sunday 
night between 8 p.m. and 9 p.m. 

The appellant contended that the artists rendered service in the same 
manner as a professional man, such as a surgeon or an architect, not being 
subject to detailed control as to the manner in which those services were 
performed; accordingly, the artists were not employees of the company but 
independent contractors, and the fees paid to them were not wages within 
the meaning of the Pay-roll Tax Assessment Act. 

The Board of Review had held (1) (unanimously) that the relation 
between the appellant and the artists was that of master and servant, not 
of independent contractors; (2) (by majority) that the payments made to 
the artists were not wages within the meaning of the Act. 

Held (Latham, C.J.), confirming the decision of the Board of Review 
upon the first point: that the artists were employees of the appellant company 
and, reversing the decision of the majority on the second point, that in the 
Pay-roll Tax Assessment Act, the word “wages” includes any remuneration 
paid or payable to an employee as a reward for his services as an employee: 
therefore the decision of the Board should be set aside, and the assessment 
of the Commisioner confirmed. 

The distinction between a servant and an independent contractor is 
generally explained by stating that in the case of a servant the employer 
has power, not only to direct what work the servant is to do, but also to 
direct the manner in which the work is to be done. 

From these facts I draw the conclusion that a most detailed and extensive 
control of the artists during both rehearsals and the final performance is 
necessarily involved in the production of a radio play. The engagement of 
an artist for such a play is not an engagement of an individual to produce 
a certain result, as in the case of a surgeon or other professional man. It is 
the employment of a person to co-operate with others in a team under the 
control of the producer to bring about a result, the details of which must 
in great measure be determined by the producer. 

The fact that the artists are skilled does not make it impossible for them 
to be in the relation of servants to an employer. It is a mistake to think that 
only unskilled people can properly be described as servants. 

(F.C. of T. v. J. Walter Thompson (Australia) Pty, Ltd—not yet 
reported. ) ‘ 

New Soutu Wates State IncomE Tax 
Rate of Tax Applicable to Portion of Taxable Income of Non-mutual Life 
Assurance Companies 

Under the Income Tax Act, 1941, a lower rate of tax is applicable 
to a proportion of the taxable income of a company (other than a mutual 
life assurance company) carrying on the business of life assurance in New 
South Wales. This proportion is obtained by the use of a fraction of which 
the numerator is the amount of the profits divided amongst the life assurance 
policy holders and the denominator is the total profits of the company’s life 
assurance business for the same year of income. 
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The parties in this case disagreed upon the method of computing the 
denominator of the fraction. For the appellant company it was contended 
that a valuation of the liabilities under the company’s policies should be 
made both at the beginning and the end of the income year. By deducting 
the amount of the liabilities from the amount of the life assurance fund, the 
surplus at the respective dates would be ascertained. The growth in the 
surplus would then be the profit of the life assurance business for that year, 
and would form the denominator of the fraction. 

For the Commissioner it was contended that the denominator should be 
the figure which was the total of the actuarial surplus at the end of the 
income year. 

Held (Street, J.): that the appellant's contention was correct. Appeal 
allowed. 

(Assurance and Thrift Association Ltd. v. C. of T. (N.S.W.) (1944), 3 
A.I.T.R. 123.) 





New Soutu Wates State Income Tax 
Exemption of Income Derived by Rural Co-operative Socteties 

This was an appeal from a decision of the Income Tax Board of Appeal, 
which upheld the Commissioner’s disallowance of the appellant society’s 
objections. The appellant was assessed for tax on income earned during 
the year ended September 30, 1941, substituted for the year ended June 30, 
1941. Exemption was claimed under s. 19 (0) of the Income Tax Manage- 
ment Act, 1941. To comply with this provision it is necessary that the 
principal business of the taxpayer should be the manufacture, treatment, or 
disposal of the agricultural products or live stock of its members. Agricul- 
tural products are defined by s. 5 of the Co-operation Act 1923-1941 as 
being the products of any rural industry, and a “rural industry” as “the 
cultivation or use of land for any agricultural, pastoral, dairying or rural 
purpose.” The appellant society had about 9,500 members, of whom probably 
fewer than 100 were co-operative societies engaged in the production of 
butter. Its business consisted of the disposal by way of sale on commission 
of the products of its members and others, but principally of its members. 
During the year of income its total turnover was £6,787,652, of which 
60:°03% or £4,113,606 was derived from the sale of butter. Only 10% of 
the butter sold was supplied by non-members. The remainder was supplied 
by members, which were co-operative butter factories. 

Further, out of the total rebates allowed to consignors in respect of all 
agricultural products handled by the society during the year, including 
bacon, cheese, eggs, grain, fruit, or vegetables, etc., amounting to £21,161, 
only £2,416 was credited to persons not holding shares. 

It was evident, therefore, that the principal business of the appellant was 
in the goods of its members, and that its income would be exempt under 
s. 19 (0) if the term “agricultural products” as defined in s. 5 of the Co- 
operation Act extended to the butter sold. 

Held (Davidson and Halse Rogers, JJ.; Jordan, C.J., dissenting): that 
the butter sold by the appellant was not an agricultural product in the 
statutory sense of a product of a rural industry. Although an industry, a 
member factory society produced its disposable commodity by manufacture 
and not by the cultivation or use of land for a dairying or rural purpose. 
The appeal was therefore dismissed. 

By s. 5 of the Co-operation Act, 1923-1941, it is provided that “agricul- 
tural products” mean products of any rural industry and “rural industry” 
means the cultivation and use of land for any agricultural, pastoral, dairying 
or rural purpose. The main item dealt with on this appeal was butter, 
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1944 
because the largest part of the company’s business is butter. It was conceded / 
that the cream from which butter is made is an agricultural product of the to 
individual farmer. And so the factory which purchases the cream and makes £1, 
it into butter and disposes of such product is within the exemption provision ~*~ 
if it is a co-operative rural society. And that is because the words “manufac- 1 
ture, treatment or disposal” cover all its operations with what are admittedly cos 
agricultural products. But the appellant company stands in a different sho 
position: it purchases and disposes of the products of manufacture. True ad 
it is that the basis of such products are themselves agricultural products, but ; 
before the commencement of the appellant’s operations the agricultural ass 
products have by the process of manufacture been turned into something me 
else. So the appellant does not manufacture, treat, or dispose of agricultural Lte 
products as defined in the Act. 

It follows that in my view the contention of the Commissioner must of 
prevail and the appeal must be dismissed. I regret having to give this of 
decision because in my opinion the aim of the Legislature probably was to é‘ 
exempt from taxation a society carrying on a business such as the appellant’s. inv 
In a sense that business is the ultimate and logical result—the apex, as it of 
were—of the co-operative system, and I think that the method of drafting tin 
which has been adopted has brought about an unintended and unexpected 
result. I think that the Commissioner has been astute to increase the revenue as 
but that the result of this decision will be that he is successfully casting his me 
net into waters which were intended to be preserved against him. an 

(The Producers Co-operative Distributing Society Ltd. v. C. of T ) 
(N.S.W.) (1944), 3 A.I.T.R. 114.) an 

This decision has since been affirmed by the High Court—Latham, C.]., bu 
Dixon and Williams, JJ.; Rich and Starke, JJ., dissenting. of 

War-TIME (ComPpANY) TAx - 
Goodwill of Subsidiary Company Acquired Upon Distribution of Assets by 
Liquidator 

Associated Newspapers Ltd. appealed against the disallowance by the 
Commissioner of Taxation of objections to the original assessment and an 
amended assessment of War-time (Company) Tax in respect of its account- 
ing period ended September 28, 1941, substituted for the year of income th 


ended June 30, 1941. Ce 

Following an agreement dated August 9, 1929, for an amalgamation 
between Sun Newspapers Ltd. and_S. Bennett Ltd., Associated Newspapers 
Ltd. was formed with a nominal capital of £5,000,000 in £1 shares of which pr 
2,541.779 shares were issued as fully paid in exchange for all the shares in 
Sun Newspapers Ltd. 

The latter company went into voluntary liquidation on March 29, 1937, 
and on the same day passed a resolution that the liquidators be directed to % 
transfer to Associated Newspapers Ltd. in specie or in kind all the assets 
of the company after first paying or making provision for payment of the 
debts. d 

The appellant company in its balance sheets from 1936 to 1939 showed 


the shares in Sun Newspapers Ltd. as an asset, but deducted the value of " 
assets received by wav of distribution from the liquidators. 
During the accounting period ended September 29. 1940, the appellant ~ 


opened in its books a “Goodwill and Establishment Account” to which it 
debited a sum of £1,682,920/14/8. This figure was obtained by deducting a 
from the consideration paid for the shares in Sun Newspapers Ltd., namely 
£2.541.779. the value of the tangible assets received in the liquidation, namely, 


£858.858/5/4. 
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An amount of £182,920/14/9 was then transferred from general reserve 
to the credit of Goodwill and Establishment Account, leaving a debit of 
£1,500,000, which was shown in the balance sheet at September 29, 1940, as 
an asset. 

The appellant claimed that the sum of £1,682,920/14/8 represented the 
cost price of an asset which had been purchased by the company, and that it 
should be taken into account in determining the capital employed under 
s. 24(1)(d) of the War-time (Company) Tax Assessment Act. 

The Commissioner, when computing the capital employed, in his original 
assessment deducted the balance of £1,500,000 on Goodwill and Establish- 
ment Account as a loss upon realisation of the shares in Sun Newspapers 
Ltd. 

In the amended assessment, though still deducting it, he treated the sum 
of £1,500,000 as goodwill which had not been purchased within the meaning 
of s. 24(2)(e). 

The appeilant made a further claim that the amended assessment was 
invalid as correcting a mistake of law which is not authorised under s. 170(3) 
of the Income Tax Assessment Act. This section is incorporated in the War- 
time (Company) Tax Assessment Act by s. 34 thereof. 

Held (Williams, J.): that the sum of £1,682,920/14/8 should be treated 
as the prescribed value of an asset purchased by the company within the 
meaning of s. 24(2)(d) of the War-time (Company) Tax Assessment Act, 
and that the capital employed should be increased accordingly. 

Held further: that whether the debit balance of £1,500,000 on Goodwill 
and Establishment Account was a loss or an asset was a question not of law, 
but of fact, and that since an assessment can be amended to correct a mistake 
of fact under s. 170(3) of the Income Tax Assessment Act, the amended 
assessment was valid. 

(Associated Newspapers Ltd. v. F.C. of T. (1944), 3 A.I.T.R. 104.) 


CaPITAL UNDER THE QUEENSLAND ACT 
Profits Not Liable to Tax are Not Exempt from Tax 


This appeal to the Fulf Court of the High Court followed a decision of 
the Full Court of the Supreme Court of Queensland given in favour of the 
Commissioner of Taxes.* 

The appellant company carried on business as wholesale and retail butchers 
and slaughtermen. Prior to April 8, 1932, the company owned certain 
premises and plant known as the Redbank Meat Works. On April 8, 1932, 
the company agreed to sell the premises (but not the plant) for the sum 
of £50,000. The price was paid and, upon comparison with the book values 
of premises and plant, the transaction showed a profit of over £29,000. This 
profit was first credited to an assets realisation account, subsequently to a 
depreciation reserve account, and ultimately to an assets realisation reserve 
account. It was then discovered that the book value of the plant, over £10,000, 
had been incorrectly charged against the original sale price of £50,000. A 
correction was made and the profit on the sale was then more accurately 
recorded as £40,640/16/11. 

The proceeds of the sale were paid into the general funds of the company 
to the credit of the company’s banking account, were amalgamated with 
other funds of the company, became part of the floating assets of the 
company, and have been used in the general course of the company’s business 
for, inter alia, the purchase of trading stock. 

The paid-up capital of the company at the relevant time was £77,590. 


*2 A.LT.R. 348. 
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The sum of £40,640 had been placed in a reserve account, but as at July 1, 

1939, there was a debit in the profit and loss account of an accumulated 

trading loss of £46,542/9/3. 

Under Queensland legislation ia force at the relevant time, the rate of 
tax applied to the taxable income was determined by reference to the capital 
computed in accordance with s. 34 (3) of the Income Tax Assessment Act 
of 1936. 

Under this section a reserve must be not only “invested in the business” 
but must have been created out of profits “liable to or exempt from tax 
under this Act or any previous law of the State” (subject to certain excep- 
tions, which are not material to this case). 

The company claimed that the foregoing amount of £40,640 should be 
taken into account as part of its capital as ascertained under the Act. 

The profit resulting from the sale of the premises was not liable to tax 
under the Act of 1924 in force at the time of the sale, because the property 
had been owned by the vendor for more than seven income years. 

The Supreme Court had held, by majority, that since the debit in the profit 
and loss account exceeded the credit in the assets realisation reserve account, 
the reserve fund was a fictitious reserve fund not represented by assets. 
Two questions were raised by this appeal: 

(1) Does the sum of £40,640/16/11 mentioned in the special case con- 
stitute reserves or part of reserves “invested in the business” within 
the meaning of s. 34(3) of the State’s Income Tax Assessment Act 
of 1936? 

(2) Was the profit represented by that sum “liable to tax or exempt from 
tax’”’ within the meaning of the above-mentioned subsection? 


Held, in reply to the first question (Latham, C.J., and Rich, J.; McTier- 
nan, J., dissenting): that the amount of £40,640 was a reserve invested in 
the business of the taxpayer, which had been created out of profits, but also 
held, unanimously, in reply to the second ‘question: that although it was not 
liable to tax, the sum of £40,640 was not exempt from tax under the 
relevant legislation. Therefore it was not “liable to tax or exempt from tax” 
within the meaning of s. 34(3), and could not be-taken into account as part 
of the capital. 

As the second question was answered in the negative, the appeal was 
dismissed. 

(Redbank Meat Works Pty. Ltd. v. C. of T. (Q’land) (1944), 3 A.LT.R. 
85.) 

Omission TO APPLY AVERAGING PROVISIONS 
Whether Mistake of Fact or Law 

In the heading of his returns for the years ended June 30, 1940 and 1941, 
the taxpayer described himself as a slipper manufacturer. Though he did not 
state that he was also a primary producer, his returns disclosed that he was 
engaged in grazing pursuits which constituted him a primary producer 
within the meaning of s. 157 of the Income Tax Assessment Act, 1936-1941. 
The assessor stated that in making the original assessments, he forgot to 
apply the provisions of Division 16 (ss. 149-158) under which the rate of 
tax is ascertained by reference to a taxpayer’s average income over a period 
comprising the year of income and not more than four preceding years. 

The Commissioner later issued amended assessments in which the rates 
were correctly calculated and which resulted in increased amounts of tax 
becoming payable. 

The taxpayer objected to the amended assessments upon the ground that 
they were not authorised by s. 170(3), which provides as follows: “Where 
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a taxpayer has made to the Commissioner a full and true disclosure of all 
the material facts necessary for his assessment, and an assessment is made 
after that disclosure, no amendment of the assessment increasing the liability 
of the taxpayer in any particular shall be made except to correct an error 
in calculation or a mistake of fact; and no such amendment shall be made 
after the expiration of three years from the date upon which the tax became 
due and payable under that assessment.” 

The Commissioner disallowed the objections, which were then referred 
to the Board of Review. The Board of Review held by majority, the chair- 
man dissenting, that the mistake which had occurred was one of law and 
not of fact. and therefore the amended assessments were invalid. The Com- 
missioner then appealed to the High Court. 

Held (Latham, C.J.), reversing the decision of the Board of Review: 
that when the assessors believed that the taxpayer was not a primary producer 
and acted upon that belief in making their assessments, they made a mistake 
of fact, because the taxpayer was in fact a primary producer. The amended 
assessments were therefore validly made. Appeal allowed. (F.C. of T. v. 
Hayden (1944), 3 A.I.T.R.; not yet reported.) 

Following is an extract from the judgment: 

“A wrong supposition as to a fact is a mistake of fact. It may arise from 
ignorance, from misinformation, or from forgetfulness. When the officers 
believed that the taxpayer was not a primary producer and acted upon that 
belief in making their assessments they made a mistake of fact. because the 
taxpayer in fact was a primary producer. In Kelly v. Solari, 9 M. & W., 54, 
Lord Abinger, C.B., refers to one case of mistake as arising ‘where the 
party had once a full knowledge of the facts, but has since forgotten them.’ 
There was a mistake of fact so arising in the present case. This mistake of 
fact led to a wrong application of law in the original assessments. Such a 
result of a mistake of fact would not be unusual. An instance mentioned in 
argument would be the mistake of placing under the heading ‘income from 
property’ income which was in fact ‘income from personal exertion’ with the 
result that the wrong schedule of the Taxing Act was applied. Such an 
assessment would involve what, when applied to the true facts, is a mistake 
of law; but it becomes such a mistake only when the mistake in fact is 
assumed to have been corrected. Thus in the present case, beforé the 
correction of the mistake in fact is made and the true facts are made to 
appear, there is no error in law in the assessment. After the mistake in fact 
is corrected there is then a mistake in law in the original assessment so that 
the assessment is wrong, but the object of the section is to authorise the 
correction of a mistake of fact and a consequent amendment of the assessment 
so that it will apply to the correct facts whatever is the true law.” 

“Cases were mentioned in argument which refer to the principle that, 
when the relevant facts are known and duly found, it is a question of law 
whether they bring a case within a particular statutory provision (see the 
cases collected in Federal Commissioner of Taxation v. Broken Hill South 
Ltd., 65 C.L.R., 150, at p. 154). But, in my opinion, these cases are not 
relevant to the question which arises upon this appeal. That question is not 
whether particular facts fall within a particular legal provision. It is not a 
auestion whether the taxpayer, being a primary producer, was taxable under 
the Third Schedule and not under the Fourth Schedule. That question was 
never considered when the original assessment was made, because it was 
not remembered or realised that he was a primary producer. If it had heen 
remembered that he was a primary producer, and nevertheless the Third 
Schedule had been applied. there would then have been a mistake in law. 
But that mistake was not made. The mistake which was made here was the 
mistake of wrongly believing that the taxpayer was not a primary producer. 
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That was a mistake of fact and it entitled the Commissioner to amend the 
assessment under the provisions of s. 170(3). It is therefore unnecessary for 
me to consider arguments (which I did not find very convincing) that 
there was also an error in calculation.” 


DEC. 


PROVISIONAL TAX WHERE TAXABLE INCOME COMPRISES PARTLY SALARY 
or WAGES AND ParTLy OTHER INCOME 

Examples of two methods of calculating provisional tax were given in the 
August and October issues of this journal respectively. Advice has now been 
received that the example given in the August issue substantially illustrates 
the method which the Department intends to adopt. The October instruction 
was evidently issued through a misunderstanding. 

Taking the example given in August, the procedure to obtain the pro- 
visional tax payable for 1945-1946 would be as follows: 


I MED 65: We. in ee 04 de oe oh oe a a 
Tax thereon: £800 at 90°5167d. .. .. .. .. .. 301 14 5 
Less Concessional Rebates: 250 at 90°5167d. 4 5 9 
Net tax applicable to salary .. .. .. .. .. .. #207 8 8 
= £207 9 0 
Total amount of tax payable for 1944-1945 as 
NS SS Ee es se era Ce CU 
Deduct net tax applicable to salary as above .. 207 9 O 
Provisional tax for 1945-1946 .. .. .. .. .. . £169 9 O 


thus obtaining the same result as before. 


QuEsTIONS OF Fact AND LAw 


Whether a payment received by an authoress for the exclusive right to 
publish three of her novels throughout the term of the copyright involves the 
question whether the payment received is “capital” or an “income” payment 
for the purpose of income tax . . . is a question of law; per Macnaghten, J., 
in Glasson (Inspector of Taxes) v. Rougier [1944] 1 All. E.R. 535. 

The question arose whether 57,500 ordinary shares held by three directors 
as trustees under a marriage settlement ought to be taken into account in 
ascertaining whether, the directors had a controlling interest in a company. 
“Tt was suggested in argument that the question thus raised is a question of 
fact and not a question of law. We cannot agree. It seems to us to be 
beyond dispute that, while the question what interest the directors have is 
one of fact, the question whether such interest is a ‘controlling interest’ is a 
question of law to be answered by a consideration of the true construction 
of the language of the statute’—per Lord Greene, M.R., in J. Bibby and 
Sons Ltd. v. I.R. Comrs. [1944] 1 All. E.R. 548. 





Section 107 Rebates 
By “Craupius” 
Section 107 of the Income Tax Assessment Act 1936-1944 reads as 
follows : 
“A person shall be entitled to a rebate of the amount by which his income 
tax is increased by the inclusion in his assessable income of— 
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(a) dividends paid to him by a company; or 
(b) amounts in respect of dividends paid by a company to any company, 
trustee or partnership interposed between that person and the 
company, paying the dividends, 
where the dividends are paid wholly and exclusively out of any amount or 
amounts in respect of which, under this Division, under section twenty-one 
of the previous Act or under Division 2 of Part III of that Act, the company 
paying the dividends has paid or is liable to pay tax.” 

The determination of what profits taxed under Division 7 are available 
or were used to pay specified dividends has recently been the subject of 
considerable controversy. The only legal decision on the section is one 
involving a rebate under Section 107 claimed in respect of portion of a 
distribution by a liquidator of a company which was taxable under Section 47 
of the Act. Doubts have been expressed as to whether this decision is applic- 
able to dividends paid by a continuing company. Consequently rules accepted 
by the Courts as general principles in other types of disputes have been 
applied in the past to the determination of what profits taxed under Division 
7 are available for distribution of dividends subject to rebate under Section 
107. 

Various Deputy Commissioners of Taxation used the rule applied by the 
Court in the case of Sterling Trust Ltd. v. 1.R. Commissioners, 12 Tax Cas. 
868, and this gave the shareholders the maximum benefit possible. The Com- 
missioner issued rulings which were published in the February, 1944, edition 
of this journal (page 47), and these ignored the ruling of the Court in 
the above-mentioned case. They were, however, based mainly on other 
Court decisions. 

Accountants had seen the method applied by the Deputy Commissioners 
and had applied it in other cases, but the strict application of the Commis- 
sioner’s rules resulted in the disallowance of many rebates under Section 107. 
It was also found that substantial differences in the amount of profit taxed 
under Division 7 available for dividend purposes were obtained merely by 
differing accounting practices. 

The Commissioner has modified these rulings with a view to reducing 
the difficulties and overcoming the anomalies, and the modified rules are 
published in the November issue of this journal. 

The Commissioner can look at the question of rebates under Section 107 
from three points of view: 

1. He can say that the requirements of revenue are so great that he must 
collect as much ‘revenue as he legally can; i.e., if he thinks the Court would 
sanction his action he must collect the tax, regardless of whether it is equit- 
able or not. 

2. On the other hand, he can say the purpose of Section 107 is to grant 
rebates on undistributed income taxed under Sections 103 to 106. Conse- 
quently any claim for rebate should be allowed if it is possible to say the 
profits in question were available for dividend purposes provided that they 
have borne undistributed profits tax. This I refer to as the equitable point 
of view. 

The profits taxed under Sections 103 to 106 are credited to an account, 
usually called the Profit and Loss Appropriation Account, to which other 
profits are also credited. So long as there are no debits to the account there 
is usually no difficulty in ascertaining the composition of the balance of 
the account as, in this country at least, dividends are usually declared out 
of specified profits. Difficulties do arise, however, when debits are made 
in the Profit and Loss Appropriation Account without being charged against 
any specified profits, and this article is concerned mainly with those diffi- 
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culties. Typical debits are taxes paid, provision for taxes, transfers to various 
reserves, writing off capital losses, writing down assets and prior years’ losses. 
There appear to be two ways in which the problem can be tackled: 


(a) Asa legal question. If the first point of view set out above is adopted, 
then this aspect requires the closest study. However, a Court would 
probably take cognisance of— 

(b) The accountancy question. Accountancy practice is by no means 
settled on some points, and in any case proprietary companies are not 
bound to follow any set practice beyond what is prescribed in their 
Articles of Association. 


3. It may be desired by both the Commissioner and the company to give 
the shareholders the greatest benefit physically possible. The application of 
this aspect involves the use of the principle laid down by the Court in the 
case of Sterling Trust Ltd. v. I.R. Commissioners, supra. The writer 
expressed doubts as to whether this case was applicable to cases involving 
rebates under Section 107 in the February, 1944, edition of this journal 
(page 53). 

The writer is of the opinion that from a political point of view, at least, 
the modified rules of the Commissioner are good, as, provided the company 
or its advisers are sufficiently aware of the possibilities, the advantages of 
the third point of view above can be obtained. However, from a legal point 
of view, the writer is of the opinion that the Commissioner’s approach to the 
subject is not strictly correct. 

In the Spanish Prospecting Co. Ltd. [(1911) 1 Ch. 92] case the following 
definition of profits was given: 

“*Profit’ implies a comparison between the state of a business at two 
specified dates usually separated by an interval of a year. The fundamental 
meaning is the amount of gain made by the business during the year. This 
can only be ascertained by a comparison of the assets of the business at the 
two dates . . . if the total assets of the business at the two dates can be 
compared the increase which they show at the later date as compared with 
those at the earlier date (due allowance, of course, being made for any 
capital introduced into or taken out of the business in the meantime) repre 
sents in strictness the profit of the business during the period in question . . . 

“To follow out the strict consequences of the legal conception in making 
out the accounts of the year would be very difficult in practice. Hence. the 
strict meaning of the word ‘profits’ is rarely observed in drawing up the 
accounts of firms or companies.” 

This definition is deficient in that it does not provide for distribution of 
profits to the partners, nor payment of dividends to shareholders of companies. 
Further, the reference to the comparison of assets should read net assets; 
i.e.. gross assets less liabilities. 

Now the Manufacturing and Trading, Profit and Loss, and Profit and 
Loss Appropriation Accounts and Reserves or Provisions are most useful 
in determining the quantum of profits derived and set aside for the purpose 
of paying dividends thereout. But these accounts do not effectively show 
whether certain specified profits were used or are capable of being used for 
particular purposes. It is necessary to make an examination of the asset 
accounts for this purpose. To the extent to which profits are represented 
by reductions of liabilities they have been used up: e.g., if a bank overdraft 
is reduced by a specific profit, I am of the opinion that a payment purporting 
to have been made out of that profit and increasing the overdraft is really a 
further borrowing and not a withdrawal of the original profit. 

For a specified year’s profits to be available for use, it would be necessarv 
to ascertain from the relevant balance sheets what assets have increased 








dur 
the 
be | 
deb 


whi 


tax 
acc 
by 

mig 
pay 
the: 


bot! 
Trt 
the 


pro 


Cas 
Sto 
Sut 
Pla 
Bui 


Le: 
Moc 


Shi 
Dit 


d 
obl 
bee 
lial 
fol! 
use 
cor 


pai 
cre 
wo 


Ovi 
col 











1944 THE AUSTRALIAN ACCOUNTANT 443 


during the year, and the extent to which the increase is available for use is 
the extent to which profits of that year can be used. For example, it may 
be found that the increase in assets may be partly in cash, partly in sundry 
debtors, partly in stock, and partly in additional plant. If the purpose for 
which the company desires to apply the specific profit is payment of income 







d, 





ld tax, I am inclined to believe that the only asset the Commissioner would 

accept is the cash, although it may be possible to overcome this difficulty 
is by selling the specified assets and using the proceeds to pay the tax. It 
rt might be possible to make a distribution of some assets other than cash as 
ir payments of dividends to shareholders, but this might not be acceptable to 


them and would be a rather novel type of dividend. 
* The evidence of the source of the funds in the bank account was used iu 
f both the Foster Brewing case, 22 C.L.R. 288 and 545, and in the Sterling 
Trust case, supra. It is logical that if a bank account is used to pay a dividend 



































: the source of payments into that bank account is the source of that dividend. 
y An example of how a Court might ascertain whether certain specified 
ji profits were available for a specified purpose is set out below: 
Assets . 
2nd Year Ist Year Increase Decrease 
/ Cash at Bank .. .. .. £4,000 £2,000 £2,000 
. EE 46.4045 40 600s 3,000 4,000 £1,000 
. Sundry Debtors .. .. .. 4,000 3,000 1,000 
TE as So 66 We GaSe 7,500 7,000 500 
: 0 ee 11,000 10,000 1,000 
; EE 60. aa. de wn 10 5,000 5,000 
ee a £31,000 £4,500 £1,000 
Less Liabilities 
_... Seer £3,500 £4,000 £500 
| 0 ee oe 1;500 2,000 500 
) Shareholders’ Loans . .. 3,500 3,000 £500 
DE ca +6. sx 46, ¥8 £8,500 £9,000 £500 £1,000 
Difference : Capital, Profit 
and Reserves .. .. .. £26,000 — £22,000 = #4,000 nil 











As explained later, the Court has ruled that a company is under no 
obligation to provide for depreciation of plant and buildings, so none has 
been allowed for in the above calculations. Now the total of decreases in 
liabilities equals the total of decreases in assets, but it does not necessarily 
follow that the funds accruing from the reduction of trading stock were 
used to reduce the mortgage and overdraft. The stock would be sold and 
converted into cash or sundry debtors. Shareholders’ loans have increased 
by £500 and, as the example does not allow for a dividend having been 
paid during the year, it probably represents directors’ salaries undrawn but 
credited to their accounts. As it does not represent a cash transaction it 
would be most difficult to allocate it amongst the other increases and decreases. 
The mortgage would probably be paid off in a lump sum either out of the 
overdraft or cash at bank account. Even the increase in the cash at bank 
could not be attributed to the profits of the year in question as sundry debtors 
would be converted into cash and they represent, to some extent, earlier 
years’ profits. Some of the cash thus obtained would be used to purchase 
more stock. 
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It will thus be seen that if the legal definition of profits is used as a basis 
for determining available profits the results would be most inconclusive, and 
as under Section 190 the onus of proof that the assessment is wrong is on 
the taxpayer, the taxpayer’s position at law would be very weak. This diffi- 
culty should be greatly diminished in the case of distributions by investment 
companies, as stock and sundry debtors do not usually appear in their 
accounts. 

However, had the Commissioner insisted on following a strict inter- 
pretation of the law, pressure would probably have been brought to amend 
Section 107 of the Act to overcome these difficulties. 

Turning now to the actual rules of the Commissioner, from paragraph 6 
it will be seen that the general principle of these rules is that where no specific 
appropriation is made, the company is to be given the opportunity of stating— 

(a) what year’s profits, and 

(b) whether profits taxed under Division 7, or profits not so taxed, 
were used for the debits in doubt, where the form in which the accounts are 
kept does not show this clearly. 

Taking the examples of Company “A” and “B” in paragraph 8, together 
with further facts elicited in paragraph 10, the £15,000 profits credited to 
the Appropriation Account can be divided into three parts— 


1. Balance brought forward, £10,000. 
2. Current year’s profit subject to undistributed profits tax, £4,000. 
3. Current year’s profits not so subject, £1,000. 


The companies are to be given the opportunity of stating from which of 
these three amounts of profit the taxes paid, £3,000 in the case of company 
“A” and £3,000 provision for taxation in the case of company “B,” were 
appropriated. 

Now if the company decides that the debit was made against the current 
year’s profit, the second question is whether the £3,000 debit was made firstly 
against that portion of the profit which was not subject to undistributed 
profits tax—£1,000—and the balance of £2,000 against the £4,000 profits 
subject to undistributed profits tax, viz. : 


Subject to Not subject to 











U.P.T. U.P.T. Total 
ee £1,000 £5,000 
a 1,000 3,000 
Balance available '.. £2,000 nil £2,000 




















Secondly, the company could decide that the £3,000 was paid out of profits 
subject to undistributed profits tax, viz. : 


Subject to Not subject to 











fe se U.P.T. Total 
oe £1,000 £5,000 
ree! nil 3,000 
Balance available .. .. .. £1,000 £1,000 £2,000 




















Thirdly, the company could decide that the £3,000 was debited against the 
balance brought forward on July 1, 1942, in which case the whole of the 
profit of the year ended June 30, 1943 (£5,000) is available. But if this 
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balance brought forward also contains profits which have borne undistributed 
profits tax, some parts of this amount may be unintentionally absorbed in the 
debit of £3,000. Should the company make an election to this effect, it 
cannot retract it at a later date, as mentioned in paragraph 6 of the Com- 
missioner’s rules, and set off the debit against the current year’s profit to 
increase the balance brought.forward. For example, if the balance brought 
forward of £10,000 contains £9,000 of profits subject to undistributed profits 
tax, the effect of the election would be to absorb at least £2,000 of this 
amount. 
In these circumstances it would be to the greatest advantage to set the debit 
off in the following manner : 
Balance, 1/7/1942 Profits to 30/6/1943 


Subject to Notsubject Subjectto Not subject 
OF .8. toU.P.T. toU.P.T.  toVU.P.T. 








era se £1,000 £4,000 £1,000 
Tio. ss Sateecee . om 1,000 1,000 1,000 
Balance, 30/6/1943 .. £9,000 nil £3,000 nil 


It is immaterial whether the last £1,000 is set off against the profit in the 


third column or that in the first column—the total result is the same. 


Turning now to the examples of companies “C” and “D” in paragraph 11 


of the Commissioner’s rules, the effect of his previous rules was most unfair 


to the shareholders of company “D.” They could receive as a dividend 


subject to Section 107 rebate only £500, whilst the shareholders of company 
“C” could receive £1,000 dividend subject to this rebate, merely because 
the accounts of company “D” were prepared on what might be described as 
the correct accounting practice. 


The shareholders of company “D” can, under the new rules, receive the 


same dividend as the shareholders of company “C” if, under paragraph 14, 
the public officer certifies that the £1,000 taxes paid were appropriated from 
that portion of the £2,000 profit. which was not liable to undistributed profits 
tax. 


The inequality of treatment of shareholders of companies “C” and “D” set 


out in the Commissioner’s rules can cease under paragraph 14, but it is 
doubtful whether it has ceased in the class of case set out below: 


Company “Y” 
Profit and Loss Account 








To Expenses .. .. .. .. £8,000 By Gross Profit .. .. .. £10,000 
,» Provision for Taxes . 1,000 
» Net Proft........ 1,000 

£10,000 £10,000 














Appropriation Account 
By Net Profit.. .... .. £1,000 








Company “Z” 
Profit and Loss Account 


To Expenses .. .. .. .. £8,000 By Gross Profit .. .. .. £10,000 


. Be PO ..<... . 2 








£10,000 
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Appropriation Account 








To Provision for Taxes . £1,000 By Net Profit .. .. .. .. £2,000 
OE 6s “ce we es 1,000 
£2,000 £2,000 














Suppose that certain expenses were not allowed as deductions resulting in 
the company being assessed on £2,000 undistributed profits. In this event 
it might be advisable to write back the Provision for Taxes if not used at 
the time of writing back, and pay the tax out of some other profit. There 
might be no difficulty in company “Z” doing this and making £2,000 available 
for a dividend subject to Section 107,rebate. However, it would appear that 
company “Y” could not distribute more than £1,000 subject to Section 107 
rebate, as the maximum amount which a company can distribute, according 
to paragraph 5, is the net profit, i.e., £1,000. 

However, it is possible that this discrimination was not intended, judging 
by the attitude adopted by the Commissioner in paragraph 3. Further, the 
use of the plural “net profits” might leave this question open to another 
interpretation. 

In paragraph 19 the Commissioner ruled that the excess of depreciation 
written off (including depreciation on land, buildings, trade-marks, goodwill, 
etc.) over the amounts allowed as deductions in income tax assessments 
cannot be written back to increase the fund of profits available for distribution 
to shareholders. He also claims that the real effect of the writing back is 
to write up the value of the’ assets. 

It appears to the writer that both of these statements are contrary to two 
decisions of the Courts. 

As explained later, the broad principles laid down by the Courts are that 
losses of circulating assets must be made good, but losses of fixed assets 
need not. Consequently the Courts do not require depreciation to be written 
off (Lee v. Neuchatel Asphalte Co., 41 Ch.D. 1 (1889)). However, para- 
graph 5 of the instructions might show that the Commissioner regards 
the company’s statement of its net profit as binding and irrevocable. As 
depreciation is usually charged in the Profit and Loss Account, these state- 
ments would conform with that attitude. An abridgement of the Court 
decisions referred to is set out hereunder. 


Stapley v. Read Bros. Ltd. (1924) 2 Ch. 1. 


Goodwill (£140,000) was written off out of profits entirely between 
1906 and 1918. Losses were incurred for three years and to pay preference 
dividends goodwill was written up to £40,000, the directors being satisfied 
that this was a conservative value of goodwill. 

Russell, J., pointed out that had goodwill been retained and a goodwill 
reserve fund created instead, they would have been at liberty to distribute 
those profits at any time. He then said: 

“Does it make any difference that they have kept their accounts in another 
form and that instead of placing the profits to a reserve fund, they have 
purported to apply them in writing off a corresponding amount of the value 
of the goodwill? The answer seems to me to depend on the further question: 
have the company finally and irrevocably capitalised those profits so as to 
disentitle themselves for ever afterwards from restoring them to reserve and 
from dealing with them as profits? No doubt the accounts showing the 
particular method adopted were approved every year by the shareholders in 
general meeting, but I am not satisfied that the shareholders thereby intended, 
or bound themselves, for all time and in all circumstances to give up their 
claims to these profits and to treat them as capital only.” 
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In the case of Bishop v. Smyrna & Cassaba Railway Co. (No. 2, 1895), 
2 Ch. 596, the company purchased its own debentures at a price above par and 
described them in its own accounts as an investment. In consequence of a 
depreciation of the investment, their book value was from time to time altered 
by writing off an amount of depreciation. After liquidation, the liquidator 
wrote the amount of depreciation back to revenue account as an “appreciation 
on investments.” The question was whether it was capital or income. In 
deciding that the amount was income, Kerewich, J., on page 600, said: 

“It is writing back what was before written off; and I cannot for myself - 
see why, since the amoynt written off was treated as a deduction from profits 
in former accounts, the amount that is now written up should not be treated 
as profits in the same way. It seems to me to be not an accretion of principal, 
but a restitution of what was before taken away... .” 

In other words, amounts written off as depreciation were held, when 
written back, to be a restitution of the profits originally written off, and not 
an accretion of capital. The Commissioner’s rulings are contrary to this 
decision. 

It was pointed out earlier that a company is not required to make pro- 
vision for depreciation. In paragraph 27 the Commissioner states that “there 
is nothing to prevent a company, in general meeting, retracing its steps and 
undoing what it had previously done so that it could do something else, so 
long as the profits concerned had not actually passed outside the company’s 
possession by having been previously expended or distributed.” In view of 
this statement, why cannot a company write back depreciation in excess of 
the amount allowed as a deduction by the Commissioner? 

In his previous ruling the Commissioner stated that if an appropriation 
account is in debit, the subsequent crediting of profits to that account results 
in the irrevocable absorption of those profits to the extent of the debit. In 
paragraph 27 this ruling has been modified to the extent quoted above. If a 
company desires to pay a dividend out of profits which were previously used 
to write off a loss, it would appear that the company must first restore the 
profits by either setting the loss off against some other profit or transferring 
it to a separate account, at a meeting of shareholders. 

The legal aspects of this action appear to be quite in order. In the case 
of Ammonia Soda Co. Ltd. v. Chamberlain (1918), Ch. 266, Petersen, J., 
stated the broad principles as follows: 

“As the law stands at present losses of circulating capital must be made 
good before there are any profits out of which dividends can be declared; 
but, having regard to the observations of Lord Davey in Dovey v. Cory, the 
question whether a similar rule applies in the case of fixed capital appears 
to be still open.” 

The terms “circulating capital” and “fixed capital” would be interpreted 
as “circulating assets” and “fixed assets” by an accountant. 

The following extract from the judgment of Swinfen Eady, L.J., is sig- 
nificant : 

“Mr. Gore Brown invited the Court to lay down that whenever there was 
a debit to profit and loss account, irrespective of the way in which it arose, 
of the stage in the company’s operations, and of the nature and business of 
the company, it was illegal to divide profits subsequently earned without first 
writing off out of those profits the amount of the debit. To do so would be 
to fall into the error which Lord Macnaghten pointed out should be avoided, 
and would only serve to harrass and embarrass business men and impose 
upon companies a burden which parliament has abstained from casting 
upon them.” 

Again Scrutton, L.J., in the same case, shrewdly drew attention to the 
true facts: 
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. £19,000 was lost in the years 1909-1911. What was lost? It was 
not profits, because there were no profits to lose. It could be nothing else 
than capital that was lost . “s 

Clearly, if a company’s Profit and Loss Appropriation Account is in debit 
and there are no reserves, it is capital which has been lost. A company does 
not have to make good losses of a capital nature before paying dividends, 
so the Commissioner’s ruling is in order. 

However, if there are profits which have been subsequently reduced by 
losses, it appears to the writer that a company could not subsequently pay 
dividends exceeding the reduced profits. If, however, further profits were 
earned between the time the loss was incurred and the dividends in question 
were paid, and those profits were sufficient to recoup the loss, the action 
suggested by the Commissioner might possibly be taken to make available 
the original profits from which it was desired to pay these dividends. 

In paragraph 29 of the Commissioner’s rules it is stated that a liquidator 
of a company in liquidation is to be given the same opportunity to state 
what particular profits were used for specific purposes as is given to a_ 
company not in liquidation. 

At first sight this decision appears to be contrary to the ruling of the High 
Court in the case of Resch v. Commissioner of Taxation, 2 A.1.T.R. 23T, 
wherein an apportionment of debits between the component parts of a 
reserve was accepted by the Court. However, Starke, J., on page 254, 
commenting on the apportionment rule, said: 

“But I take leave to say that these so-called rules of appropriation are not 
so much rules of law as rules of convenience and of administration adopted 
to provide for cases in which no’ method of appropriation has been indicated 
or no particular intention is discoverable.” 

This appears to leave the Commissioner the right to apply some gther rules 
to ascertain the component parts of a balance of an account. 

These rules of the Commissioner solve most of the problems that previously 
existed. No doubt others will arise, but those can be dealt with when they 


arise. 
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